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INTRODUCTION

Locd authorities are called upon today to play a decisive role in socid cohesion, economic well-
being and sugtainable development in the countries of Europe. Ther action is essentid in
guaranteaing democratic stability on our continent.

But their place in the state, and in the broader context of European construction, and the way they
fulfil the role assgned them cannot be consdered without reference to the financid means at their

disposal.

If strengthening democracy means strengthening loca sdlf-government, thisin turn means establishing
systems of financing for loca authorities which are a once efficient, far and conagtent with the
date's economic imperatives. In other words, the principle of subsdiarity, decentrdisation and loca
finances are dl interdependent.

Locd authority financing is currently e the heart of the political debate. All the Council of Europes
member gates are faced with the chalenge of reconciling the need to control and reduce public
gpending with greater financid autonomy in local government; they are accordingly seeking ways of
achieving an equitable digribution of financid resources among the different levels of government in a
context of budgetary cutbacks at every level of public adminigtration.

There is no univers mode of local government finance applicable to dl the states of Europe; they
each have their own specific needs and solutions. However, Article 9 of the European Charter of
Locd Sdf-Government ligts certain generd principles concerning the financid resources of locd
authorities. It reads asfollows:

Article 9 — Financial resources of local authorities

1 Locd authorities shdl be entitled, within nationa economic policy, to adequate financid
resources of their own, of which they may dispose fredy within the framework of ther
powers.

2 Locd authorities financid resources shdl be commensurate with the respongbilities
provided for by the congtitution and the law.

3 Part a least of the financid resources of locd authorities shal derive from locd taxes and
charges of which, within the limits of statute, they have the power to determine the rete.

4 The financid systems on which resources available to locd authorities are based shdl be of a
aufficiently diversfied and buoyant nature to enable them to keep pace as far as practicdly
possible with the red evolution of the cost of carrying out their tasks.

5 The protection of financialy wesker locad authorities cdls for the inditution of finencid
equalisation procedures or equivaent measures which are designed to correct the effects of
the unequal digtribution of potential sources of finance and of the financid burden they must
support. Such procedures or measures shall not diminish the discretion loca authorities may
exercise within their own sphere of respongbility.
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6 Locd authorities shdl be consulted, in an agppropriate manner, on the way in which
redistributed resources are to be alocated to them.

7 As far as possble, grants to locd authorities shal not be earmarked for the financing of
gpecific projects. The provison of grants shdl not remove the basic freedom of loca
authorities to exercise policy discretion within their own jurisdiction.

8 For the purpose of borrowing for capital investment, loca authorities shal have accessto the
nationd capitd market within the limits of the law.

The Conference of European Minigters responsible for Loca Government met in Lisbon on 10 and
11 October 1996 to discuss "Local Government finance in Europe” in the light of the principles set
forth in the Charter.

Two reports, one prepared by the Steering Committee on Loca and Regiona Authorities (CDLR)
and the other by the Congress of Loca and Regiona Authorities of Europe (CLRAE), provided the
basis for the work of the Conference. These reports, and the resolution adopted by the Ministers at
the Conference are the subject of this publication.

The CDLR report

The CDLR report presents various gpproaches to locd financing, highlighting the advantages and
disadvantages of each.

The purpose of any system of locad government financing isto give locd authorities the wherewitha
to accomplish all the tasks incumbent on them. The first chapter of the report therefore stresses how
important and useful it isfor locd authorities to participate in the provison of public services.

With the help of graphs and tables, the second chapter describes the structure of loca finance in the
member dates of the Council of Europe, illugrating the great differences that exist from one country
to another, but o certain amilarities.

The following three chapters ded with the four main sources of loca authority funding: borrowing,
charging for services, locd taxes and transfers, and with the uses to which funds from these different
sources may be put. From a critical analysis of commonly occurring problems guiddines are derived
that should be of assstance to policy makers in deciding on the system of financing best suited to
their own countries.

The last chapter covers locd authority cash flow management and suggests certain precautions that
should be taken to improve efficiency.



The CLRAE report

The CLRAE report is based on a survey conducted among associations of local authorities n
different member dates. It therefore illustrates the current Situation as seen through the eyes of the
local authorities themsalves,

The firg questions addressed by the CLRAE report concern the powers and the sze of locda
authorities. They reved the interdependence of the functions incumbent on loca authorities, their
ability to assume them correctly, and their Sze.

The report goes on to examine the means by which loca authorities are financed: local taxes, fees
and charges, loans and trandfers, induding financid equaisation in favour of those locd authorities
with least resources. Inter alia it denounces the often low level of own resources and the Stuation of
dependency which large downward transfers can generate.

One chapter is devoted to the specific problems of loca authority financing in countries undergoing
trangtion. The report concludes with an gppraisa of the current Stuation in locd sdlf-government,
ligting the issues local authorities would like to see given priority.

The Resolution on Local Government Finance

The resolution which the Conference adopted lists certain generd principles of locad finance, and
principles concerning adminidrative expenditure, capital invesment and debt, financid equdisation
and cash-flow manegement.

The resolution is not binding, but the very clear guiddines the Ministers have given themsalves mark
an important step in thinking on local authority finance and are asign of the determination of nationd
authorities to work with loca authorities to find solutions which are both redlistic and fair.
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l. LOCAL GOVERNMENT AND PUBLIC SERVICES

Article three of the European Charter of Locad Self-Government proposes that loca authorities
should have the right to regulate and manage a substantid share of public affairs. In particular, they
can be expected to share the economic activities of the public sector with the centrd government.
These activities fall under three headings: stabilization, redistribution and resource alocation.

There are difficulties with loca authorities participating in stabilization and redigtribution and it is
helpful to see why since some of the issues concerned are relevant to devising suitable systems of
local government finance.

Problems with local government participation in stabilization

One reason why locd authorities are not suitable for playing much part in the stabilization activities of
the public sector (with the control of inflation, employment and growth), is that it would not be
possible to give loca authorities many instruments to use.

Thus, for example, loca authorities would not have their own currencies, so they could not use
monetary policy or exchange rate policy. In addition they would not be permitted to use tariffs or
guotas. So, in practice, they could a most use fiscd palicy, running deficits if they wanted to raise
aggregate demand in their areas and surpluses if they wished to restrain aggregate demand in thelr
areas.

As locd authorities could, in principle, operate surpluses and deficits, it might seem that it would be
reasonable to adlow them to use fiscal policy to operate modest stabilization programmes. Such a
strategy however encounters severd problems.

Firg of al there are the generd difficulties of an active anti-cydicd fisca policy, which are probably
even gredter a the level of the local authorities than at the leve of the centrd State, for example the
problem of the timing of measures.

A second problem isthat locad authorities are typicaly so smal that any macroeconomic effects they
had would tend to spill over into other areas. If an individud authority wished to reduce
unemployment in its area by running a deficit, it might decide to cut taxes in order to raise consumer
spending and smultaneoudy use loans to keep its own public spending &t its previous leve.

But probably most of the extra consumer spending would be devoted to imports from outside the
area, S0 that most of the extra employment would be created el sewhere.
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Another problem stems from an argument presented below to the effect that local authorities should
generdly confine their use of loans to the finance of capitd expenditure and that they should confine
their use of taxes to the finance of current expenditure. If this argument is accepted, then they could
run deficits only to the extent that they borrowed to finance capita spending, and they could not
properly run surpluses.

So their use of fisca policy would smply be confined to raising or lowering their levels of capita
spending and borrowing according to the needs of the moment. But the necesdity to dter their
capital gpending for macroeconomic purposes places a consderable congraint on their ability to use

fiscal policy.

All in dl locd authorities are in an even worse podtion to run an active demand-sde sabilisation
policy than higher levels of government. But that does not mean that they are dtogether unimportant.
In a supply-sde oriented policy frame, locd authorities can play an important role in stabilisng
policy. Thiswould for example involve stable and religble invesments in public infrastructure and —
in generd — the creation of a business-friendly atimaosphere which atracts private investment and the
cregtion of jobs.

The arguments that have been presented so far are well-known tenets from public finance theory.
Since the treaty of Maadtricht and the launching of the Economic and Monetary Union there is
another important aspect that the member dtates of the European Union have to congder. At
present, and even more 0 in the future, fiscal policy has to be judged in the light of the Maadtricht
criteria, which say that candidates for the monetary union must — among other things — not run an
excessve deficit.

The treaty and the protocols annexed to it do not exactly describe what an excessve deficit Stuation
is, but two criteria are named as reference vaues. a genera government deficit of more than 3% of
national gross domestic product (GDP) and a general government debt of more than 60% of GDP".
These criteria are not only to be fulfilled on entering the Monetary Union, but are dso to be
constantly respected by the members of the EMU.

Where local authorities enjoy some degree of freedom in their fiscad policy and where their deficits
or surpluses form a larger pat of the deficit of the Genera State, the necessty of close co-
ordination among the different levels of the state will arise. This might, at least in some cases, even
result in anew definition of the tasks and means of the various level of government.

1  Protocol No 5 to the European Union Treaty, on the procedure concerning excessive deficits, Article 1.
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Problems with local government participation in redistribution

The difficulties with loca authority participation in redidribution are quite different from the
difficulties with their participation in gabilization. For locd authorities certainly could be given
wegpons in the form of tax powers and transfer payment programmes. The problem is that the
possbility of inter-area migration would make it very hard for individua areas to pursue their own
independent policies. Thus, if agiven area operates the least redisributive policiesin relaion to other
aress, in due course, dl other areas might have to operate smilaly modest programmes of
redistribution irrespective of the wishes of ther inhabitants, the reason being that if those other areas
introduced more redigtributive policies than the given one, they would tend to drive rich people out
and lure poor people in, and so find their positions untenable.

Perhaps the only qudification to make here is that smadl differences in ditribution policies between
areas will probably not cause problems.

Why gover nments provide services

Whilst there are problems with local authority participation in stabilization and redigtribution, there
are far fewer problems with local authority participation in the provision of government services.
There is, of course, much to be said for leaving the provision of goods and services to the market
sector. For firms have to provide the goods and services which consumers want in order to survive,
and competition between firms should ensure that they produce goods and services efficiently.

However, there are severd Situations when governments do not leave resource dlocation wholly to
markets. These are Stuations when markets do not work very well, and they are called Stuations of
"market fallure'. Market failure can arise in the case of the production of various items including the
following:

. items where production is left to a monopolist, as may be the case, for example, with
electricity, gas, water, sawerage; where there is a monopoly, to ensure that private firms do
not exploit their postion with high prices and poor services, there might be a datutory
regulatory regime, or the public sector itself may take over production;

. items where pricing would be virtudly mpossible, such as defence and the police: here
private firms would provide little or nothing, so the government sector may provide the
sarvices itsdf and force everyone to pay through taxes,
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items such as refuse collection which are intended to solve problems of externdities, for with
market provison many people might throw ther refuse in the streets or in the fidlds, rather
than pay a private firm to remove it. here the government sector may respond by either
providing the sarvices itsdf or requiring the services to be provided by the private sector; in
both cases it is usud for the services to be financed through taxes or other compulsory
levies,

items where people might consume less than the government would wish, perhaps especidly
education and hedth, for some people might be too poor to spend much on these items, and
aso some parents might ignore the benefits of education and hedth insurance for ther
children: here, again, the government may respond by providing the services itsdf and
financing them with taxes that fall least heavily on poor people.

The case for allowing local authorities to participate in the provision of public services.

The arguments for dlowing locd authorities to participate in the provison of public services can be
divided into two groups. Firdly, there are some advantages in having more than one tier of
government. Secondly, there are some advantages for giving many servicesto the lower tiers.

The advantages of having more than one tier include the following:

having more tiers means that electors have more votes and thus have more opportunities to
sgnd their preferences,

having more tiers means that each eected representative needs to supervise fewer services
and fewer officids. Much of the recent public choice literature focuses on how far
bureaucrats can further their own interests. A higher ratio of informed politicians may help to
control them;

having more tiers may help eectors to evauate the costs of each tier’s services, but this will
be possble only if the taxes of each tier are perceptible and relate closdy to that tier's

spending.

If voters can be thus made aware of the costs of the services provided by each tier, then they can
weigh up those costs againg the benefits. In turn, they may make better informed choices about
whether the services are good vaue for money and whether they would like to see those services
expanded or contracted.
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The advantages of dlowing lower tiers to provide some public services include the following:

it enables the quaity and quantity of service provison to vary between areas in accordance
with locd preferences. In contragt, centrd provision is likely to lead to uniformity rather than
vaiety. This advantage of loca authorities is recognised in article 4 of the European Charter
of Loca Sdf-Government which suggests that locd authorities should, insofar as it is
possible, be dlowed discretion in adapting the exercise of their powersto loca conditions;

it alows people who do not like the service provison in ther areas to migrate e sewhere;

it is likely to facilitate more experimentation and innovation in service provison. In turn, this
will facilitate comparisons between different modes of service provison.

It is not always gopropriate to entrust local authorities with the provison of government services.
There are two main Stuations where it may be ingppropriate:

locdl authorities may ignore the effects of their services on citizens in other areas. So it may
be inappropriate to entrust them with services where these externa effects are large. One
particular worry here is that if the externa benefits are large and are ignored, then local
authorities may provide too little of the service concerned. Thisworry has usudly pointed to
the provison of main roads being best suited to very large locd authorities or even to centra
governments,

loca authorities may be too smdl to exploit the economies of scae that arise with the
production of some sarvices. This posshility has usudly pointed to defence being best
handled by the central government or by an international body. But it should be noted that
this problem is not always as serious as it might seem, for local authorities need not produce
al the services that they provide because there are some services that can be purchased
from private firms. For example, refuse collection and road maintenance can be contracted
out; on the other hand, police sarvices and planning cannot. Where services can be
contracted out, it may be possible for smdl locd authorities to commisson large firms to
produce the services. In thisway, small areas may not be at much of a cost disadvantage.

Agency functions

The above discussion has implied that when loca authorities provide services, they have substantia
control over those services. But they may also undertake some activities on an agency basis for the
centra government. It is important to distinguish between genuine loca services and agency
functions because they require different financid arrangements from genuine local services,
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. OVERVIEW OF LOCAL FINANCE IN THE MEMBER STATES OF THE
COUNCIL OF EUROPE

This chapter presents an overview of locd finance in the member gtates of the Council of Europe
with the am of providing a numericd reference for the remarks tha will be made in the following
chapters.

For the purpose of facilitating the andysis, only percentages are presented.

The chapter firgt takes alook a municipal expenditure as an indicator of the relative importance of
municipa economic intervention. The importance of this figure is checked againgt gross domestic
product (GDP) and generd government expenditure (GGE). Within municipa expenditure, specia
atention is put on municipa invesment expenditure and its importance is assessed in relation to total
municipa expenditure (M), generd government investment expenditure (GGIE) and GDP.

Once the genera framework of municipal expenditure is established, the chapter consders the
vaious sources of municipd funding: exclusve loca taxes fees and charges trandfers and
borrowing. Specid attention is put on the category of transfers and for this reason, the various sub-
categories of transfers. shared taxes, general grants and specific or earmarked grants are examined.

Municipal Expenditure

The amount of municipal expenditure varies sgnificantly between the member states of the Coundil
of Europe. For the purposes of the present report, two indicators are used to assess the relative
importance of this item. Municipa expenditure (M) is expressed as a percentage of the gross
domestic product (M/GDP) and of the generd government expenditure (M/GGE).

Table 1 contains member states percentages for these indicators. Leaving apart the countries, which
for their specific features plot particularly low figures (below 1%), vadues for M/GDP range from
1.4% to 27.5%, while those for M/GGE from 4.1% to 60%. Differences are thus significant.

The firgt indicator (M/GDP) is shown in chart 1. Five member states are above the 15% mark, ten
member gtates cast figures from 1% to 5% and the others can be found in the
5-15% range.

The second indicator (M/GGE) is shown in chart 2. Six member states can be found over the 30%
mark. The vast mgority of member states cast figures for M/GGE; in the 10-30% range and four in
the 1-10% range.
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Table 1: Municipal expenditure in relation to Gross Domestic Product
(G.D.P.) and General Government Expenditure (G.G.E.)

Country % G.DP. % G.G.E.
Albania AL 7.7 254 1985 (1]
Austria o 12,71 20,18 1093
Belgium EEE 48 10,9 1983
Bulgaria 2 e ) 20 1004
Cyprus L T 1.4 41 1983
Gzech Republic RS 93 20,8 1504
Denmark {2) g 129 31.28 1984
Estania | EE | 7.1 176 1904
Finland Hiiski 18 29,5 1983
France R 554 87,22 1992
Garmany S e B.12 28,69 1893
Gresce v GRE 3,33 5.6 1883
Hungary [H 17 53 1984
lceland i S g1 223 1904
Iraland N [T B 4.9 138 1594
Haly 3 Ui ¥ 13 1003
Latvia R By SR 12,45 24 1984
Lithuania i T 13.1 58,8 1993
Luxembourg e 9.92 3za 1393
Malta 0,337 0,528 1995
The MNetherlands 13.3 231 1884
MHorway (3) 1838 &4 1684
Poland 7 215 1594
Porugal 4,6 9.7 1883
Romania a5 16,9 1983
San Marino 0,11 0,19 1983
Slovakia 4,79 11,78 1684
Slovenia 4.4 10,1 1955
Spain 4,87 g 18954
Swaden 7.5 a8 1994
Switzerland 10,8 278 18493
Turkay 2.41 123 1942
United Kingdom 11 27 1534

Spivea: Covnal of Surone

(1) Refananca Yearl.

{2) Tha Banish Stafistisal Agancy Uises & dednitan of munispal secior which incisdes 6xpandiunas with 100%
reimbursernent (8g: pandiors]. Assanding 1o this dedriion, tqal municpsl ependiiune amounis 1o 231 304200000 crownE
262 % GOP and 42.3% GGE

13} Givan thar Qo i 2l Me tame ime & municipaity ang a counly-muricpakly and |tamounts 1o fie Higgast shara ol
municipal eEperdilune, the ol figures Include municpaliies and county-councls,
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Chart 1: Municipal expenditure in relation to Gross Domestic Product
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There does not gppear to be any link between the levels of municipa expenditure in relation to gross
domestic product and its levd in relation to general government expenditure. In fact, in order to
establish a possible relation between the two indicators, it would be necessary to refer to severd
variables, such as the importance of the loca public sector or the number and strength of tiers of
government. Thus, a corrdaion model cannot be established on the sole basis of the information
provided.

Nevertheless, when determining States position by smultaneoudy using both indicators, the resulting
chart (chart 3, below) shows that states tend to concentrate in the quadrant which is defined by the
intervals M/GGE: 0-30% and M/GDP: 0-15 %.

Thus, it can be sad that in most member gates of the Council of Europe, municipa expenditure
accounts for less than 15% GDP and less than 30% of GGE.

Within this quadrant, two areas show up; the first one is defined by M/GGE: 0-20% and M/GDP-:

0-5, which groups twelve dates, the second one by M/GGE: 20 - 30% and M/GDP: 5 -15%,
which groups fourteen states. Seven countries are located outside this quadrant.

Chart 3: Municipal Expenditurein the member states of the Council of Europe

B0 ; o
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0
40
]
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@ § o
o 30 - . y x
= ‘ - ? @
20 — et .
- ®
a =
10 K
a a
0 e
0 5 10 15 20 75 30
M./ G.D.P.

Source: Council of Europe
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Municipal Investment Expenditure

In the framework of municipad expenditure, it is particularly interesting to examine the reldive
importance of investmert. For this purpose, municipa investment expenditure () is assessed in
relaion to totd government investment expenditure (GGI E) and to gross domestic product (GDP).
Table 2 shows the resulting vaues concerning the ratios municipa investment expenditure over total
municipa expenditure (I/M), municipa invesment expenditure over generd government investment
expenditure (I/GGIE) and municipa investment over gross domestic product (I/GDP).

Concerning the firg ratio (1/M), only one country is below 1%, while the figures for the remaining
countries can be found from 3% upwards. Three member states can be found above 30%.

Concerning the second ratio (I/GGIE), values range from beow 1% to over 80%. Eleven countries
cast particularly high vaues (around or over the 50% mark).

Concerning the third ratio (I/GDP), vaues are below 4%. Eight countries cast values below 1%, and
only two over 3%.

The corresponding values for I/M, I/GGIE and I/GDP are plotted together in Chart 4 below.

Chart 4: Municipal Investment Expenditurein the member states of the Council of Europe

wcP O W 2GGIE

coEusuEaEE

Source: Council of Europe
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Table 2: Municipal Investment Expenditure in relation to Total municipal expenditure
(M.), to General Government Investment Expenditure (G.G.I.E.) and to Gross

Damestic Product (G.D.P.)

Country % M. % G.G.1.E. % G.D.P.

Albania SORLEE 14,44 3,05 1,11
Austria T 16,77 7030 2,13
Balgium [T 17,80 27.97 (1} 0,87
Bulgaria L IBGT 8,90 54,20 0,80
Cyprus Ry 17.10 £,70 0,24
Czech Republic Tt 40,00 55.90 3,72
Denmark ok 570 5140 1,26
Finland . SF | 6,09 47,70 1,26
Germany Pt 19,40 84,30 157
Greece tiea 27,92 3,88 0,63
Hungary L 13,80 42.20 2,35
iceland st eser 2511 223
Ireland L aRL ] 32,00 25,00 1,57
Italy R 3,31 26,18 0,23
Latvia v 0,64 7,76 0,08
Luxembourg iR 28,05 75,22 2,78
Malta LM £.79 0.22 0,02
The Netherlands PENL 17,50 80,10 233
Morway i LN 9,40 60,00 1,78
Poland P 22 50 52,00 1,58
Portugal LR 41,40 41,50 1,80
Slovakia (2) i SL 31,20 38,80 -

Slovenia Hisy | 43,00 11,20 1,88
Spain 24,43 29,41 1,18
Sweden L 5,80 49,80 1,54
Switzerland i CH | 31,70 15,83 342
Turkey LRI 22,00 16,00 553
Unitad Kingdom LUK 10,00 38,00 1,10

{1} Flandess region only

Sowrce. Councl of Ewrope

{2) The reference yeer for eae figures (1295) is dilfrent fram et of fgures in tele 1 1984 lor this reason 1 18 nol possbile 10 caloutata

1he ratio municipal invesEnenyGress Domestc Produst
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Sources of Municipal Funding

Four main sources of municipa funding are examined: exclusve locd taxes, fees and charges,
financid trandfers and borrowing.

Other sources of funding are grouped under the heading "other". They include fines and pendties,
gpecific incomes from municipa organisations, interest of municipal deposts and most important,
incomes resulting from the use of municipa goods and from sde of municipa property. The latter
explain to a certain extent, consderable high figures for this category in certain countries.

Table 3 gives percentages for each of the categories mentioned above. When plotting these
percentages in a composed bar graphic (see chart 5), it can be observed that the aggregates of
municipd funding vary to a condderable extent.

Exclusve locd taxes and financid trandfers are particularly important in order to assess the financid
structure of loca government.

Exclusive local taxes

The weight of excdusve locd taxes in municipa funding ranges from 0% to over 60%. In nine
member sates exclusve local taxes do account for more than 30% of municipa funding.

Excdusve locd taxes are further examined in chapter IV.
Fees and charges

As a generd rule, fees and charges do not account for more than one third of municipa funding.
They weight more than 20% in five countries and 3% or lessin seven.

Fees and charges are further developed in chapter I11.
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Table 3: Sources of municipal funding

Country Excl. local taxes Fans & charges Transfers Borrowing Cithar
Mlbania 2.80% 1% 4% 0% 0.50%
Austria 15% 15% 5% Bih 3%
Belgiasm 3% B H 13% 10%
Bulgana 1% 13% TEY. 2% 9%
{Cyprus 289 238 30% 12% 0%
Crzech Aepuinlic 16% 1% 4555 11% 16%
Danmark 5i% 2% 245 % 1%
Estonia I 9,195 0,50% S1% S [
Finland e 4% 11% 215, o 298
France ; 6% 2% 265 10% 2B
Carmany ansid 193 18% 485 9% 1%
Groaca Liar 1l 29 2% 5% B 12%
Hurigary AL 4% 8% BET 4% 18%
leeland LS 125 1634 53% £ 143
Ireland 18% 109 579 F) 13%
Haly 1B 11% 382 o 24%
Latia £% 1% SRt 0% 25%
|_uxembourg %% 2O%. T % 0%
halta 0% o e 0% E5)
The Netherlands % 15%% 0% 195 %
Morway 42% 169 3% i 2%
Poland 1% 7% S 0% 12%
Partugal 2% | 19% TE% &% 173
Bomania £ 163 79% ¥ b
San Marnno 0% 1% 3% 83% e
Slovakia 10% Bl 9% £ T
| Slovenia 5% ) &7 1% 184
Epsin 1% 16% 175 1095 6%
Swaden 5195 e 16 194 1%
Switzerland 5% 24% 18% % 9%
Turkay T4 1% 6% 0% a5
United Kingdam 1% A% Ti% % E%
Eowres: Cetanl of Eurnps
Chart 5
™1

1<=QpgEEB 0T

Sourse: Councll of Eurape
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Financial transfers

In its various forms (earmarked grants, block grants, share taxes or others), financia transfers
represent the main component of municipa funding. Nationd figures for this item range from 18% to
98%, with most states Stuated in the 30-60% band. Over the 60% mark nine member states can be
found, while below the 30% mark, values are cast by four countries.

Two main types of transfers can be digtinguished: grants — which include two sub-types. earmarked
grants and block grants — and shared taxes. Other types of transfers are grouped under the heading
"other". Table 4 shows the corresponding vaues for each type of transfer as a percentage of tota
municipa revenues.

Figures in table 4 are plotted in chart 6, which highlights the relative importance of each type of
transfer.

Tax-sharing is further examined in chapter IV and grants are examined in chapter V.
Borrowing

In most countries, loca borrowing for financing municipa expenditure accounts for less than 10% of
the total municipa funding. Two countries are on this mark and five countries are above it.

The CDLR study on "Borrowing by loca and regiona authorities™ presents the situation in various
member states.

1  Study series"Local and Regional Authoritiesin Europe", N° 47. Council of Europe. Strasbourg - 1992.
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Tahle 4: Transfers braakdewn
Figuras in percentage of lolal municpal resources

| ':';:1:1' Shared taxes Saneral grants Earmarked granta Dikar
Alpania

Ausina

Belglum

Bulgaria e

Cyprus FEW

| Czech Republic 10

Duanrnark e -y, 0% 1%
Estonia___ A% Fix) 4% i
Finlar«d 1% a8 1% 0%
Franca [ 24% % %
Garmany 17% 15% 13% ]
Cireeca 25 [ B
Hungary i) 525 5% %
Ioaland £3% ) 1% 2%
Iraland 0% 1% aE %
Iizly % 8% 24me e
Latvia 235 5%, £% 3%
| Luzembeurg L % % % 1%
|Malta R Bt 1% o g
Thua Matherlands HL 0frh 0% 30% %
Merway NG i 17% 4% i)
|Paland el =% 16% 2% o
Portugal tEard 14 % 5 ¥,
Romania = e 5% 2% 0%
San Marina s e 319 0% oo
Slavakia A % 1% B4 o)
Sgain ¥ % B 2% [
Swacan i 0% 11% A% %
Switzerand T 1% % 9% 0%
Turkey i 3% i 3% 515
Unitad Kingdom ] 174 | 3% oM %

Epived; Councll of Burape

Chart &

g€

Ay g EHB o gTap -

£ 233

Sewves. Gouncl of Eveee
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THE SOURCES OF LOCAL GOVERNMENT FINANCE AND THEIR USE

The four main sources of loca government finance are loans, charges, taxes and grants. However,
these should not be regarded as wholly subgtitutable. In fact, four guideines can be asserted in the
use of sources:

charges should be used where possible for current spending and rarely for capital spending;

where charges cannot be used for current spending, taxes should be used as far as possible
in the case of genuine local services. Taxes should rarely be used for capita spending;

where charges cannot be used for current spending on agency services, grants should be
used asfar as possble. Grants may aso be appropriate for some capita spending;

loans are very suitable for capital spending but should rarely be used for current spending.

Theuse of loans

The principles concerning the finance of capital and current spending stem from a vaue judgement
that loca authority citizens should pay for loca authority spending which goes on things they enjoy,
but not pay for loca authority spending which goes on things they do not enjoy. For thisreason, it is
particularly important to congder the life span of the assets when deciding about ther financing.
Strictly spesking, this vaue judgement has four implications, as follows:

loans are gppropriate for local authority capita spending. This is because capitd spending
benefits people for years to come and the repayments and the interest on the loans will be
paid from taxes raised in years to come. In line with this point, Article 9 of the European
Charter of Locd Sdlf-Government argues that loca authorities should have access to capita
markets to borrow for investment purposes,

loans are ingppropriate for loca authority current spending. This is because wsing loans for
current spending would enable present citizens to shift the cost of the current spending which
benefits them on to future citizens who will receive no benefit. If loans were used for current
gpending, there could be an excessive amount of spending as citizens would be tempted to
vote for high levels of spending which they would not pay for;
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. taxes and charges are generdly ingppropriate for locad authorities capitd spending. If they
are used for capitd spending, then present citizens will have to meet the full cogt of this
spending even though much of its benefits will be fet only by future citizens. If taxes and
charges are relied on for capita spending, there may be too little capital spending as citizens
might be reluctant to pay the full cogt of items from which they will recaive little benefit;

. taxes or charges are acceptable for financing local authority current spending. For current
gpending benefits current citizens, and the burden of taxes and charges fdls on today's
dtizens.

However, it may be added that there are two reasons why some capita spending may be financed
by taxes or charges, or, effectively by a current account surplus.

. Future generations have no vote about how much capital spending the present generation
will undertake and thus they have no vote about how much in the way of loans the present
generation will incur that future generations will have to help repay. So the idea that future
generations are entitled to enjoy some subsidy at the expense of the present generation is at
least defengible; by implication, it is defensible to expect the contribution towards the cost of
capita assets made by the present generation to be a little higher than their share of the
expected benefits. It seems therefore reasonable to argue that there should be some tax or
charge finance as well asloans for financing capital assets.

. Banks and other lenders may be unwilling to meet the entire cost of capita projects with
loans. The tendency of most lenders is to expect borrowers to put up some of the finance
themselves, not least as some way of reducing the risks to the lenders. Thus financia market
behaviour may often require some contribution from local authority saving, thet is from a
current account surplus secured from charges or taxes, for the purchase of capital assets.

It may aso be added that the use of loans for current spending need not dways be eschewed. There
are perhaps three occasions when they are an acceptable form of finance for current spending.

. It often happens that a locd authority’s spending flows occur a a fairly congant rete
throughout the year. In contrast, revenue flows may be less congtant. An extreme case of
irregular flows would occur if an authority relied on a property tax in which taxpayers paid
by one annua ingament. In this case revenues might arise largely on a single day in the
course of a year. It is quite reasonable for loca authorities to use short-term borrowing to
offset irregular flows of revenue. But in generd they shoud be required over the course of a
year either to balance their books on current account or run asmall surplus to help mest the

cogis of capital spending.
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. Occasondly aloca authority will find the need to undertake current expenditure that was
not foreseen. For example there might be damage caused by a sorm or by a natura
disagter. Or there might be a mgor incident requiring large unforeseen expenditure on the
police. Unless loca authorities have the power to raise tax rates a short notice, thereislittle
aternative but for them to borrow to meet these unexpected needs.

. A locd authority might rely on alocad income tax and find that the economy moves into an
unanticipated recession. Consequently, its tax revenues may turn out to be less than it might
reasonably have expected, and they might be too little to meet its current expenditure
commitments. A temporary loan here would seem in order.

Having established that loans are, in generd, the most appropriate source of finance for capita
gpending, afew further points about their use may be mentioned.

Idedlly, the period of the loan used to finance a given project should be the same as the expected life
of the capitd which it is used to finance, and repayments should be made throughout thistime. In this
way, dl citizens benefiting from the project will contribute to its cost. Of coursg, it is often hard to
predict the lifespan of assets. Column (3) of table 5 below shows that few countries covered by the
Council of Europe's 1993 Report actudly laid down rules rdaing the length of locd authority loans
to the life spans of the assets they are used to finance,

Table5: Some aspects of local authority borrowing

Country Accessto capital markets Borrowing foreign currencies Rules over terms of loans
(1) (2) (3)
Austria With approval With consent Few rules
Belgium With approval With consent Few rules
Denmark Free Unrestricted 30 years maximum
Finland Free Unrestricted None
France Almost free Somerules None
Germany Free With consent Usually asset life
Greece With approval n.a n.a
Ireland With approval Does not occur Usually asset life
Italy Free n.a n.a
Netherlands Free Not alowed Few rules
Norway With approval Not allowed Linked to asset life
Portugal Free n.a Linked to asset life
Spain With approval With consent Few rules
Sweden Free Unrestricted No rules
Switzerland Free Very rare Few rules
United With approval Very rare Few rules
Kingdom

Source: Council of Europe (1993), Borrowing by Local and Regional Authorities; updated by the present report

n.a. not available
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In order to secure equity between the generations which will benefit from the asset that a given loan
finances, the share of the totd interest plus repayments made each year on the loan should idedly
equa the share of the total benefits enjoyed that year from the asset concerned; athough, as noted
above, maybe the present generation which votes for the asset should pay a dightly larger than
proportiona share of the cost, by means of some use of taxes or charges, thus effectively giving a
amall subsidy to future generations which have no vote.

Locd authority borrowing may be controlled for macroeconomic reasons. For if locd authorities
borrow more and spend more, then their extra spending will add to aggregate demand while thelr
extra loans will do little to reduce it. So there may be an appreciable rise in aggregate demand.
Table 2 showed that investment expenditure by loca authoritiesis, in most cases, above 1% of GDP
and occasiondly 2% o more. In a country where it would be, for instance, 3%, arise by one third
would, if financed by borrowing, add some 1% to aggregate demand.

Borrowing controls may aso be imposed on individua authorities to ensure that they do not borrow
more than they can reasonably afford to repay; such controls serve to protect their creditors.

Column (1) of table 5 shows that access to capital markets by locd authorities is free in less than
half the countries covered by the survey. Where there are rules over such access, column (2) shows
that there are usualy aso rules covering borrowing in foreign currencies.

Controlling loans in aggregete is not aways easy. A particular problem is that while caps may limit
the totd, the tota may sometimes be much less than planned and it is hard for centrd governments
to rase it. Moreover, there can be difficulties in gpportioning the tota permissble amount of
borrowing between individua authorities.

Theuse of charges

Charging for loca services has become very topicd in recent years. This is partly because
economists see genuine dtractions in this form of finance and partly because politicians are dways
anxious to find subdtitutes for taxes. In discussing charges, it is hdpful to distinguish between two
types of charges, which will be termed red charges and quas-charges.

"Red charges' occur when the amount of money that individua people pay are closdly rdlaed to
their usage of the charged service. Examples might include:

- charges for water that are based on meter readings,
- charges for refuse collection that are based on the volume or weight of refuse;
- charges for entering museums (especidly if they relae to the time spent in the museum).
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"Quas-charges' occur when the amount of money which individual people pay are based on
formulae rather than on their actua usage of the services concerned. Examples would include:

- charges for water that are based on property values,;
- charges for refuse collection that are based on the size of homes or the number of resdents;
- charges for heating that are based on the Sze of homes.

The attractions of real charges

To economidts, it is red charges which have the mogt attraction. In fact, red charges can closdy
resemble market-pricing. Where they are feasible as, for instance, with water and museums, they
may have efficiency advantages over tax finance and may aso have equity advantages.

. The efficiency argument for chargesiis that a charged service, unlike one provided out of tax
revenue, is no longer "freg" at the margin; thus people will consume more of it only so long
as the extra benefit to them is greater than or equa to the extra cost of supplying it. Thisis
an advantage in most cases, including water, because it will discourage people from wasting
water. It isless of an advantage in afew cases, such as museums and parks, unless they are
filled to capacity; for when they are not full, the cost of admitting an extra vistor may be
effectively zero, so that in fact the efficient price is dso zero.

. The equity argument for charges is that heavy usage households will pay more than light
usage households. For example, if water is paid for by aloca income tax, then a household
with a hose-pipe and a swimming pool will pay no more than an equa income household
with nather, while if museums are pad for through taxes, there will be no tendency for
regular vistorsto pay any more for them than people who never vist them.

It should be added that an equity argument againgt charges is sometimes mentioned, namely that they
can be a burden to poor people who make heavy use of charged services. This problem is often
addressed by having some form of price discrimination with reduced charges for groups such as
sudents, the unemployed and the elderly. But there might instead be a case for increasing transfer
payments to these groups and ingtead confronting them, like everyone dse, with charges that reflect
the red cost of the services they are consuming.
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The limitations of quasi-charges

Quas-charges are much less satisfactory than red chargesin terms of both efficiency and equity. To
see why, consider charges for water that are based on property values.

The efficiency problem with these chargesis that the consumption of more water is effectively "freg’.
S0 people may consume some water which they vaue & less than the cost of supplying it. In other
words, they may waste water.

The equity problem with these charges is that high users may pay no more than low users.

In fact, some taxes may do a better job at replicating real charges than quas-charges do. For
ingtance, a fud tax might come quite close to replicating a red charge to car owners for the wear
and tear made by their vehicles on roads.

Difficultiesin using charges

The above andlyss hasindicated that charges are atractive in principle. But, in practice, charges are
not feasible for many services provided by governments. This can be explained with reference to the
reasons noted earlier that governments provide services a dl. These reasons are recaled below,
together with a comment on the feasibility of charging for the services thus provided.

. To provide services where there might be monopolies — such as gas, dectricity and water.
Charges can be used here and real charges are often used. Note that these services are
often provided under conditions of faling margind costs which means that setting prices
equal to margind costs would result in the enterprises concerned making losses.
Consequently, two-part tariffs are sometimes used.

. To provide sarvices where charging is not feasible, such as defence or the police. Clearly
charges cannot be used here.

. To provide services that are intended to sort out externdity problems, such as a refuse
collection sarvice tha is intended to remove any incentive for people to throw their refusein
dreets or fields. Redl charges are sometimes used here, for example in parts of Switzerland.
A dmple method of operating them is to collect refuse only if it is placed in didinctive
munidpal bags that can be bought at a price that covers refuse collection and disposa codts.
But the risk with red pricesis that they will invaidate the am of the service and encourage
people to throw their refuse elsewhere. Quasi-charges might be more appropriate in this
case.
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. To gimulate the consumption of merit goods. Red charges would tend to offset the point of
government intervention, & least if they attempted to cover the full costs of the service. But
perhaps local authority services such as parks, museums, swimming pools, sports centres
and old peopl€ s homes can be seen as merit goods where there is a desire for stimulating
consumption by means of subsdized provison; in this case, red chargesthat covered part of
the cost might seem the most gppropriate form of finance, for they would secure some
equity between heavy and light users, and would confront users with & least a non-zero
price. But in the case of parks and museums, at leadt, there is dso an argument for low, or
possibly zero prices, on the grounds that the cost of admitting an extra person is zero.

So, in practice, complete rdiance on red charges is usudly limited to items under the first of these
four headings.

This andyss may seem to imply that charges should be used at least where they are reasonably
feasble. But even when they are feasble, they may not be the best method of finance. One reason
for thisisthat charges may be codly to implement.

For example, water charges based on metering, though used in many countries, may not always be
preferable to taxes as a source of finance for the supply of water. Operating such a system of
charges requires each home to be metered and requires each meter to be read frequently. This
entalls substantiad codts. The cost of ingaling and reading water meters may exceed the cost of
supplying the extra water that would be demanded if water supply were not paid for according to

usage.

Another problem with charges is that they can sometimes cause inefficiency. In a park or amuseum
with an entrance fee of 10 euros, people who are not prepared to pay more than, for instance, 5
euros would not go in. This seems a pity because admitting them cogts nothing so it is unsatisfactory
to keep them out. But dthough charges create this inefficiency, they do adso create equity inasmuch
as those people who use parks and museums the most will aso pay the most. So a decison must be
taken that weighs up the advantages of equity againgt the disadvantages of inefficiency.

Some possible uses of charges

Although the above sections have suggested that charges are often inappropriate in practice, there
may be many occasions where countries do not currently use them, even though they would be
gppropriate. For example, charges might not always be used in the following circumstances where
they would seem defengble:

- police attendance at footbal | matches,
- fire prevention advice;
- hospitd meds,
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- adult education;

- extra-curricular education by schoolchildren;

- some library services,

- providing licences such as birth certificates;

- charging for crowded roads — it is likely that in future years there will be an especidly keen
interest in devisng ways of charging here, for, on baance, it seems better to charge
motorists who congest roads than subsidise public transport as an aternative.

Betterment levies

One find issue rdaing to charging may be mentioned here. Locd authorities are often responsible
for improving the infragtructure, for example by building roads in newly indudridizing zones. Such
improvements clearly benefit business in the zones concerned and there seems a case for charging
them for these improvements by means of a one-off charge, such as a betterment levy. Such alevy
would thus be a charge for capital expenditure. It might seem that such alevy would place the whole
cogt of the improvement on the initia businesses in the area, but they could hope to recoup much of
the cost when the time comesto sal their properties because their property vaues will increese as a
result of the improvements.

But perhaps some caution needs mentioning with these levies. One problem is that they may deter
new development, or perhaps divert it to areas where the levies are lower. Another problem isthat if
the local authority concerned raises a business tax, such as a property tax or a profits tax, then it
should gain from the businesses through higher future tax yields, assuming that the infrastructure
improvements create more vauable properties or result in greater profits. In these circumstances,
operating a betterment levy might amost seem like double-charging.
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IV.  LOCAL TAXES

It was argued in the previous chapter that locd authority current spending should generdly be
financed by means of charges, taxes and grants. It was also seen that charges may not be feasible
for many aspects of locd spending. Thus taxes and grants are typicdly rdied on to finance the bulk
of locd current spending. This chapter begins with some comments about the gppropriate baance
between taxes and gants and then it looks more closdly at local taxes. The following chapter 1ooks
more closdy a locd authority grants.

The balance between taxesand grants

It is argued below that the appropriate balance between taxes and grants differs for genuine locd
authority functions and agency functions. Accordingly, these two types of function are consdered

separately,
Financing genuine local services

With genuine loca authority services, that is services where loca authorities are largdy free to
determine their own palicies, there are four reasons for arguing that they should raise most of the
finance for current spending in the form of taxes, and rely to only a modest extent on grants. The
four reasons are as follows:

locd taxes are necessary to enable locd authorities to vary the quantities and qudities of
their services in accordance with loca wishes,

. when locd authorities rely on grants, locd politicians may spend the money inefficiently and
blame the resulting poor services on under-funding;

. locd paliticians, civil servants and voters may take more care with money that is raised
locdly than with money that has been given to them;

. when a government pays grants, it may well want to control how loca authorities spend
them; indeed, arguably it should do s0 as it is accountable to its nationd taxpayers for this
money. But there ssemslittle point in financing genuine loca services in away that will result
in centrd control.

The need for local discretion over tax rates
Article 9 of the European Charter on Loca Self-Government arguesthat locad authorities should be

alowed some power to determine the rates a which their taxes are levied. In fact, the power to ater
the tax rate, at least within limits, isredly required by each of the four reasonsjust noted.



37

. Locd authorities will not be able to vary the quaity and quantities of their services in
accordance with local wishes unlessthey can vary their revenues by dtering their tax rates.

. So long as local authorities have no ability to vary the amount of tax revenue that they raise,
they will aways be able to spend their money inefficiently and blame poor services on their
lack of funds, no matter how large their funds actudly are.

. If local authorities have no control over their tax rate or rates, they may Hill fed that their tax
revenue is effectively given to them by the centrd government, so they may not be very
careful over how it is spent.

. If the centrd government decrees the tax rate or rates which loca authorities may s, it may
fed it is effectivdy responsble for raisng the money which they spend. In turn, it may fed it
iSgiving its own money away; S0 it may fed entitled to control the way in which the money is
Spent.

Regarding the first of these four arguments for some loca control over locd tax rates, it is sometimes
argued that loca authorities need only be able to vary a smdl locd tax in order to dter their service
provison in accordance with local wishes. Thus some countries alow locd authorities to vary the
rate of only asingle tax that raises 15% or less of their total current tax-plus-grant revenue.

But relying on locd discretion for taxes which raise only a smal fraction of revenue may not be
wholly satisfactory. Suppose that alocd authority does receive only 15% of its total tax and grant
revenue from taxes, and suppose it wishes to raise its revenue by, for instance, 7.5%, a seemingly
amdl amount, then it must double the revenues from its taxes. Thusit is likely to double its tax rates.
Such alargerisein tax rates could cause three problems:

. it could give mideading signds to loca voters, for there is unlikely to be anything dse they
consume where they would have to spend twice as much to get o little more;

. following on from the above, voters may be confused about why tax rates vary so much
more between areas than service levels vary;

. it is possible that the tax increase needed will be opposed on the grounds that it takes the
rates for the tax concerned far above "reasonable’ levels.

It is sometimes argued that one danger of locd discretion over tax raes is that there may be a tax
competition between aress. In such a competition, loca authorities might compete with one another
to sat low rates in an attempt to attract business to their aress. It is possible to interpret such a
gtuation in two ways.
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Firg, it may be argued that the result will be that locd services will be provided at alower level than
that desired by local voters, so that there is inefficiency in resource alocation. This is not a very
convincing interpretation because voters will presumably not acquiesce in a Situation where services
are poorer than they would wish.

Secondly, it may be argued that voters are willing to put up with poor services in the short run,
hoping that low taxes will entice businesses and raise the demand for labour, and thus cause arisein
wages in the long run. This may seem to make tax compstition satifactory, in the sense that it
reflects voters wishes, but there is a problem that voters in each area are likely to look only at the
effects of low tax rates on themsalves when, in fact, their use of low tax rates to entice businesses
has externd effects on people in the other areas where those businesses might otherwise have gone.

On the basis of this second interpretation, it is in fact arguable that there is a problem with any
attempt by loca authorities to attract businesses in that such attempts affect non-residents. One
possible solution might be to remove business taxes from locd authorities in order to prevent these
being used at low rates as a lure. But even non-business taxes could be used as a lure because an
area might hope that if it set, say, alow local income tax rate, then it would tempt businesseswhich
thought they could then pay low wages. Moreover, there is a strong case — noted esewherein this
report — for local authorities to tax businesses in accordance with the benefits which businesses
receive from local services.

The correct approach in any country should be to verify, firgt of dl, if thereis any evidence that tax
competition of the sort consdered here does occur. The impact of loca tax rates on business
locations is likely to be very smdl, while the impact on loca services is likely to be sgnificant. So
thereis an a priori reason for doubting whether this sort of competition is a problem. If it is, then an
investigation should be made to seeif there istypicaly awide discrepancy between the leve of locd
taxes and the level of benefits which businesses receive from loca sarvices, for this Stuation is one
where tax competition is most likey to occur; and here the solution is to try to reduce the
discrepancy. If tax competition were to persst, even when the levels of loca business taxes and the
benefits to businesses from local services roughly balanced, then there could be a case for regulating
the extent to which local tax rates could differ.

It may be noted, though, that locd authorities could replace tax competition by setting uniform tax
rates and, instead, competing to offer lures for busnesses, maybe even in the form of subsdies, at
the expense of other services. So there may ultimately be a need for widespread regulation over the
extent to which locd authorities can seek to attract businesses. But it must be stressed that such
controls would be judtified only if it could be shown that there is a problem in practice.
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Financing agency services

In contragt to the Stuation with genuine locd sarvices, it is arguable that in the case of agency
services most of the finance should come from grants. There are two main reasons for this:

. the centrd government is likely to take a more respongble view about how much loca
expenditure isrequired if it has to raise the money itsdf;

. locdl voters will be confused if they have to pay locd taxes to locd politicians who actudly
have negligible discretion over how that money may be spent.

Tax finance and macroeconomics

In chapter 111 it was noted that loca authority borrowing levels may need to be controlled for
macroeconomic reasons. It is worth consdering whether the same gpplies to loca authority tax
rates. Certainly there are many countries where locd authorities have little control over tax retes. For
example, Portugd gives virtudly no locad discretion over locd tax rates, while Norway applies caps
which are effectively tax rate cailings.

Looking at the aggregate demand, the case for regulating the leve of locd taxes is arguably wesker
than the case for regulating the level of loca borrowing. It istrue that if local authorities spend more
money, whether financed from loans or taxes, then they will add to aggregate demand.

Neverthdess, whereas using loans will not necessarily produce an offsetting fdl in aggregate
demand, usng loca taxes will, dthough the extent of this will depend on a number of complex
interactions in the economy, including the effects of locd tax increases on genera government
expenditure (e.g. socia security payments or payments linked to inflation indices).

When people pay more in taxes, they have less money avalable for consumer spending (this
however may be offsst by incressed generd government spending financed by increased
borrowing). Therefore, this problem is, to some extent, less serious with locd taxes than with loans.
There are, however, other macroeconomic metters which may lead to a control in the level of local
taxes (e.g. the public sector's share of the economy and itsimplications for growth, employment).
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A middle approach

It may be fdlt that the above analysisis alittle too redricted in that it presents locad authority services
as ether genuine local services or as agency services. It might be fet that it would be better to
regard many locd services as provided by loca authorities on behdf of a partnership between
themselves and the central government. On this bas's, it might seem reasonable for local taxes and
grants to account for roughly comparable half shares each of tota loca spending.

Certanly this viewpoint may apply in many countries. But it carries the danger that if responghility is
shared, there may be conflicts between the wishes of a locd authority’s dectors and the centra

government’s electors. So an approach which seems to promise co-operation can easily descend
into conflict. Admittedly, with genuine local services the centrd government may intervene from time
to time and lay down certain ground rules, while with agency services there may be alittle room for
loca discretion at the margin. But in each case it is clear where the primary respongbility lies, and it
is arguable that taxes should be the chief form of finance when the primary responsihility lies with
locd authorities, while grants should be the chief form of finance when it lies with the centra

governmert.

Tax-sharing

It was argued above that, for financing genuine locd sarvices, loca authorities should be dlowed
access to substantial tax revenues with some control over the tax rates. However, some oountries
dlow local authorities to secure large tax revenues while having no discretion over tax rates at dl.
They do this by usng a sysem known as tax-sharing. Among the best known examples of tax-
sharing are those in Audtria and Germany, which cover the central government, the statesaswell as
municipalities

Tax-sharing means dlowing locd authorities the right to a share of the yidds of certain nationd

taxes. A country can have severd shared taxes, with different percentages for each going to locd
authorities: The arrangements in Germany and Audria differ dightly and afford two useful case
Sudies.

In Germany there are three main shared taxes. These and their current shares are;

Table 6: Main shared-taxesin Germany

Centre Land Locd authorities
Income tax 42.5% 42.5% 15%
Corporation tax 50% 50% 0%
Value added tax 50.5% 49.5% 0%
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It should be noted that these three taxes account for about 75% of Germany's totd tax revenue. In
the case of income tax and corporation tax, the revenue accruing to atier of subcentral government
is gpportioned between the authorities in that tier in proportion to the amount of tax raised in each
authority. But the states shares of value added tax is gpportioned between the states in proportion
to their populations.

In Austria, many taxes are shared, but the rules for determining the state and loca authority shares
are complex. So the actud divison of revenues is less clear-cut. The main shared taxes and their

approximate shares are:

Table 7: Main shared-taxesin Austria

Centre Land Locd authorities
Income tax 60% 22% 18%
Oil duty 88.5% 8.5% 3%
Vaue Added tax 69% 19% 12%

In each subcentrd tier, income tax is shared with reference to state tax yields and populations while
vaue added tax is shared with reference to populations. Oil duty is shared with reference to many
factors including populations, road lengths, areas and oil tax yields.

The advantages and disadvantages of tax-sharing

The main advantage of a shared tax is that it is a relatively chegp way of securing tax revenues for
lower tier authorities. Collecting a shared tax costs no more than collecting an equivaent centrd tax.
The only additiona cogt that is incurred when a tax is shared is the cogst of obtaining data for the
dlocation formula, such as ascertaining the tax yield or population of each area However, tax
sharing does have at least two disadvantages compared with genuine locd taxes:

. locd authorities cannot determine their own tax rates;

. the centrd government may see the shared tax revenues as part of its own revenues which it
isgiving away, and in this case it may want as many controls asit would want with grants.
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It may be added that these disadvantages are perhaps less serious in Germany and Audtria than they
would be in many other countries. Regarding the first disadvantage, these countries do not see Sates
and locd authorities as exigting chiefly to provide services that vary in accordance with loca wishes.
Rather they see them as exiging to administer services which should be provided on a substantialy
uniform basis everywhere. Effectively, then, they see states and locd authorities as acting on an
agency basis.

Regarding the second disadvantage, the shares of the shared taxes that go to the lower tiers in
Germany and Audtria typicaly have some condtitutiona guarantee, so that the centrd governments
there cannot easily see these shares as part of thelr own revenues that they are giving away. Tax-
sharing would best suit other countries with smilar views over the role of loca authorities and smilar
condtitutiona guarantees over their tax shares.

Taxesin practice

Having explored the case for having some locd taxes, it is time to consider the main candidates for
locd taxes. It should be stressed at the outset that there is no perfect locd tax. Equaly, however,
there is no perfect centra tax. So, just as central governments seek to rely on the least unsatisfactory
centra taxes, locd authorities must rely on the least unsatisfactory local taxes.

The main local taxes

Whilethereis no perfect locd tax, thereisafair consensusin Europe about which local taxes are the
most satisfactory. It is clear from table 8 that the two most common loca taxes among Council of
Europe members are property taxes (on domestic properties and on business properties), income
taxes (on persona incomes and, to a less frequent extent, on business incomes) and taxes on trade,
namely sales taxes. Few countries, either in Europe or elsawhere, have tried to have large revenue
rasing loca taxes other than these. The main examples are not very promising. They include:

. the payroll tax used by the Audtrdian states. A payroll tax is atax paid by employers as a
percentage of their paymentsto their enployees; ultimately it is probably mostly "passed on*
to employeesin the form of lower wages. A payroll tax would have problemsiif it was levied
by smdl locd authorities as it would encourage workers to live in areas with high tax rates
and good services but to work in areas with low tax rates,

. the natura resource revenues used by the Canadian provinces. The trouble with using these
revenues a a loca leve is that they tend to favour some aress greetly a the expense of
others. As aresult, there isarisk that there will be large variations in service levels between
aress unless large equalization grant schemes are introduced.
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Table8: Local exclusive taxesin member states of the Council of Europe

Countries Real estate Personal income Tax on trade Household tax company tax
tax tax

Albania on on

Austria L L o

Belgium on on on oo on

Bulgaria on on

Cyprus O O O o]

Czech Rep. L] °

Denmark L e[]

Estonia o o

Finland L o] on

France L L2 L

Germany O O O

Greece u

Hungary o (N o o

Iceland o

Ireland e ]

Italy e ] o] o]

Latvia o on

Luxembourg o]

Netherlands on

Norway O e (2 o

Poland o

Portugal L

Romania o

Slovakia on

Spain o L o

Sweden o]

Switzerland o0 (3)

Turkey on

United Kingdom on

Source: Council of Europe
L4 Mandatory tax
o Non-mandatory tax
o The municipality is free to determine the tax rate
The municipality is free to determine the precise rate within a given band established by the state

u Tax rate is established by the state
(1) Property tax
2 Wealth tax

3) Asarule, municipalities are free to determine the tax rate, but there are exceptions
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Three points may be noted about the use of the main loca taxes:.

. loca income taxes are of exceptionad importance in Scandinavian countries;
. locd property taxes are of greatest importance in English spesking countries,
. local sdes taxes are much less important. It is only in North America that subcentrd sales

taxes with varying rates occur; there, the fact that the states are big makes varying tax rates
more feasible than they would be for most locd authorities. It may be added that Audtralias
dates effectively levy some sdes taxes in the name of licences; for they sometimes charge
licence duties on outlets such asfilling stations and liquor stores and make the duties paid by
individua outlets depend on their turnovers.

Criteriafor local taxes

It is clear that three taxes stand out as popular loca taxes. There are many criteria which can be
goplied to sdlecting good locd taxes, and the following sections mention only some of the more
important criteria

A highyield and a fair distribution of the yield

Locd authorities usualy spend large sums of money, and it has been argued above thet thereis a
case for alowing them to raise much of their revenue in the form of taxes. In turn, there is a case for
them to raise some high yidding taxes. It is generdly fdt that high yieding taxes should rdae to
taxpayers abilities to pay, and it is generdly fet that incomes and spending levels are the best
measures of ability to pay. So it is easy to see why persona income taxes and sal es taxes apped on
this criterion.

In contrast, domestic property taxes probably relate poorly to ability-to-pay, and when these taxes
have high yidds, there is a case for circuit-breakers or rebates to help poor people facing large bills.
The fina incidence of taxes on corporate incomes and business property is a matter for much
discussion, but it islikely that the final incidence does to some extent relate to the ability to pay of the
people on whom it falls.

It may be added that no European country has secured a high local tax yield without having a loca
income tax. The vaue of a high yidd becomes clear if the typicd grant plus tax revenue for
subcentrd authoritiesis recdled. Thisis often around 10-15% of GDP or even more. Againg this, it
may be noted that property taxes have rarely raised even as much as 4% of GDP. So any country
which has average levels of loca spending and seeks to have locd taxes that raise only hdf of this
amount seems virtually obliged to levy a subcentra income tax.
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Low administration and compliance costs

Idedlly, loca taxes should have low adminigtration and compliance costs. Four points will be made
here about the most popular local taxes:

sdes taxes are generdly the best taxes on this criterion, though vaue added taxes have high
compliance costs,

property taxes often have higher costs than published figures suggest because these figures
often ignore the costs of revauations;

income taxes may have higher cogts than property taxes, but note that the more costly
income tax may raise very much more money o that its costs may be lower as a percentage
of theyidd,

it could be costly to operate a corporation tax if multi-areafirms have to split their profits up
between areas on the basis of some complex formula

There are severd ways in which adminigtration costs may be held down. For instance:

agiven tax may be used for more than one levd of locd authorities. Thisis possble even if
each tier setsits own rate. The attraction is that each taxpayer needs to be assessed only
once and can be sent asingle bill;

a given tax may be used by both locd authorities and the centrd government. Again, each
taxpayer needs assessing only once and can be sert asngle hill;

collection can be done by groups of loca authorities or by the centrd government. This is
advantageous if there are economies of scaein collection;

the same tax base may be used for more than one tax. For instance, one set of values may
be used for both alocd property tax and a centra property transfer tax.

Low distortions

Idedlly, loca taxes should not distort people's behaviour, especially when tax ratesin different aress
are different. In particular, it is important to avoid giving people incentives to shift the tax base from
one area to another.
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Tax-base migration could be very serious with loca taxes on businesses, such as business property
taxes and corporation taxes, and it is often feared that business will migrate from areas with high tax
rates. However, it should be noted that businesses do get some benefits from loca services, such as
roads, police and fire services, and these services may typicaly be better in areas with high tax retes.
If 0, the incentive to leave will be reduced. Probably the main concluson here is that it might be
unwise to make busi ness taxes cover more than the benefit to local businesses of loca services.

Tax-base migration can be specidly serious with sdes taxes. This is because people have an
incentive to live in areas with high tax rates and good services, but then to go and do their shopping
in areas with low tax rates. Probably the main concluson here is that local sales taxes levied a
varying rates should be confined to large authorities.

Tax-base migration should be much less serious with taxes on households such as domestic property
taxes or loca income taxes. For if tax rates relate closdly to service leves, then people may willingly
pay higher loca taxesin order to get better local services.

Promoting efficient spending levels

Idedlly, loca taxes should help produce a stuation where locd authorities spend at the correct
levels: that is, they should spend more so long as the benefits of extra spending exceed the cost. This
section will congder two ways in which this criterion may not be met: “invisble' taxes and "tax-

exporting”.

Invisble taxes occur if loca voters do not know how much they are paying in tax. The consequence
is that they may not vote for the correct leved of locd spending. The following comments may be
meade about the main local taxes in this respect:

. domestic property taxes are very visble;
. persona income taxes are reasonably visble;
. sdes taxes are not very vishble the amounts of tax may be printed on invoices and receipts,

but people typicaly have very little idea how much they pay on these taxes in the course of a
yesdr.
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. It isfar from clear where the find incidence of taxes on business property or business profits
lies, so it seems reasonable to argue that their burden is far from visible. But the incidence of
local taxes on businesses must be divided somehow between their owners, their employees,
their suppliers and their customers, dl of whom benefit from the businesses and hence from
the locd authority services from which it in turn benefits. So the invighility of the find
incidence of these taxes is probably not much of a problem provided that the level of local
taxes levied on businesses does not exceed the benefits that businesses derive from loca
authority services.

Tax-exporting occurs if the burden of a tax fdls partly on nonresidents. The result is that services
are effectively subsidised by non-resdents. This may lead to excessve spending. In comparing the
main taxes, the following points may be made:

. there is little or no problem with exporting in the case of domestic property taxes and
persona income taxes,

. there may be significant problems with exporting in the case of sdes taxes, business property
taxes and corporation taxes.

However, it is worth noting that some exporting is acceptable because some of the benefits of loca
sarvices will dso be exported. But it would be unwise to rely to a great extent on taxes where
exporting is subgtantial. Rerhaps the safest conclusions are, once again, that local business taxes are
acceptable s0 long as they finance no more than the business share of the benefits of local services
and that loca sales taxes should be used with great caution.

A comment about buoyancy

Loca authorities often object to property taxes on the grounds that the base tends to remain dtatic,
aside from new building. So the tax rate must be raised to keep up with any risesin price levels. The
authorities daim that voters have illusions and mistake rises in tax rates for real increases and blame
locd authorities for extravagance. Much the same would occur with specific sales taxes fixed at so
much per litre or packet, etc.

This problem could be solved with an income tax or a percentage sdes tax, or even with annua
property tax revauations. But it is possible that people suffer more illusons with an income tax or a
percentage sdes tax whose red yidd rises in times of growth without any rise in tax rates. For
people may be unaware that ther red tax payments are riang annudly. If people have this sort of
illuson, it might be expected that local expenditure growth would be most rapid in countries with the
most buoyant locd taxes.
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Evidence from the United States suggests that state spending there does indeed rise most rapidly in
dtates where there are buoyant income taxes. But it was found in the 1980s in Europe that there was
no greater tendency for loca spending to rise more rapidly in Denmark and Sweden, which had
buoyant loca income taxes, than it did in the United Kingdom which has generdly had an indadtic

property tax.
In short, it is hard to decide whether buoyancy is good, bad or a matter of indifference.

This andys's suggests that persond income taxes and domestic property taxes are the best local
taxes. But a business property tax or corporation income tax may be satisfactory to finance the
share of loca services that benefit businesses. Given the choice, the property tax has the advantage
that edimating the tax base in each area of a multi-area firm is rdatively easy. In contrad,
gpportioning its profits between each areais a complex and controversa metter.

Given the popularity of loca income and property taxes, it seems appropriate to make a few more
points about each of them. But firgt it should be noted that there are good reasons for not relying on
ether asthe solelocd domestic tax.

. If adomestic property tax isthe sole loca domestic tax, and if the rate is held in moderation
on the grounds that tax payments relate poorly to ability to pay, then the yidd may be very
andl in rdaion to loca spending.

. If a persond income tax is the sole local domestic tax, and if poor people are exempt, then
there may be a sgnificant number of households exempt from local taxes who thus have an
incentive to vote for extravagant loca services.

Property taxes
There are anumber of key issues that need addressing with local property taxes:

. it must be decided precisely what the tax base is, who will do the assessments, and who will
collect the tax. It may be best for the centrd government to supervise the generd rules. But
unless the centra government is sharing in the tax, it may be best to leave collection to locd
authorities because they will have an incentive to collect as much revenue as possible;

. the tax base may be annuad vaues or cepitd vaues. It is best to use as the base the
dternative for which there is the most available data. Thus if most homes are rented, it would
be best for the domestic property tax to use annua vaues as base, while if most homes are
owner-occupied, it would be best for this tax to use capita vaues as the base. Mogt
countries tend to use capital values,
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the tax base usually comprises the vaue of the land and buildings but not anything dse;

it must be decided how frequently valuations will occur. In generd it is best to have frequent
vauations in order to keep the tax up-to-date and to make the impact of revauations on
individud properties modest. With computer technology, annud revauations are feasible;

it must be decided which property is exempt. On the whole, the fewer the exemptions the
better, for once some groups are exempt, other groups will be encouraged to argue the case
for them a0 to be exempt. Embasses, cemeteries and religious buildings and public areas
are the most common exemptions. Also quite often exempt is property used for agriculture
or by charities, educational establishments, hospitals and governments;

it must be decided who will pay the tax on rented property, the owner or the tenant. When
the tax is paid by owners, they probably pass much of the burden on to tenants through
increases in rents. Most countries tax the owner to make the tax invisible to the tenant, but in
terms of vighility it is better to tax the occupant;

to help poor people, there may be a system of rebates. It is harder to help poor tenants if
the tax is paid by owners (who pass much of it on) than if it is paid directly by tenants;

it must be decided how many ingaments will be permitted for individud taxpayers. It will
probably be found more popular to have frequent small insaments rather than infrequent
large ones.

| ncome taxes

There are severd key issues that need addressing with loca income taxes.

It must be decided whether the tax will be paid to the areas where people live or the areas
where they work. Using the latter gpproach would redly convert an income tax into a
payroll tax and 0, as noted earlier, would give people an incentive to live in high tax rate
areas and work in low tax rate areas, so the residence approach is to be preferred. But the
residence approach is not dways adopted; and in Switzerland, for example, some cantons
effectively dlow their subordinate local authorities to tax people who live in their areas and
people who work there.

It must be decided who will do the assessments and the collection. As the centrd
government will dmost certainly be raising income tax revenues for itsaf aso, thereismuch
to be sad for dlowing it to do both. Such an arrangement is sometimes cdled usng a
"piggy-back” tax for loca authorities.
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It must be decided whether investment income will be taxed as well as earned income. It
may be adminidratively hard to include investment income; if so, investment income could be
taxed a a uniform rate equd to the average loca income tax rate and then its revenue
distributed to each local authority on, perhaps, an equa per capitabasis.

It must be decided whether an individua local authority should set a Sngle tax rate or
whether it should set a set of tax rates that rise with income. The objection to asingle rate, x
percent of taxable income, is that the local component of an income tax will not be very
progressive; it will secure progressiveness only because people below a certain income leve
may be exempt. On the other hand, alowing loca authorities to set a variety of rates would
be to dlow them to play a sgnificant part in redidribution which, for reasons outlined earlier,
is an activity that should be primarily performed by the centra government; dso, it could
result in high income citizens facing a very high margina tax rate when central and locd rates
are added together. A compromise arrangement is to dlow aloca authority to tax a fixed
proportion of the sum that each of its resdents will pay in centra income tax. Thus a locd
authority might set arate of 15% and require each resdent to pay a sum equd to 15% of his
or her central income tax hill. In thisway, higher rate taxpayers will pay higher fractions of
thelr taxable income in local income tax than will lower tax rate payers.

An individuad locad authority will typicaly set its tax rate a the Sart of a year and make a
forecast of the revenue it will generate. In the event, the actud amount raised from its
resdents a that tax rate will often be sgnificantly different from the forecast according to
whether the economy in its area has performed better or worse than anticipated. Such
authorities stand to face difficultiesif the actua revenue raised is less than the forecast. Some
countries, such as Norway, do nothing to help loca authorities in this podtion, except to
alow them to borrow temporarily to make up the shortfal. Some other countries offer more
protection. For example in both Denmark and Sweden, the central governments collect all
income taxes and actually pay each locd authority the sum it expected to receive on the
basis of its forecast instead of paying it the revenue actudly collected from its resdents. In
Denmark, any difference between the amount that the government raises in an area and the
amount which it paysthat areais regarded as aloan from the central government to the local
authority or vice versa; these loans are dl repaid two years later with interest under an
arangement known as a "true-up'. In Sweden, any difference between the aggregate
amount that the government raises and the aggregate amount thet it pays, particularly in
terms of locd income tax, is added to, or subtracted from the transfers that are made to
local authorities two years later.
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V. GRANTS

Grantsfal into two main groups. specific or earmarked grants and generd grants. Specific grants are
grants which the recipient locd authority must spend on some particular service. These grants can be
ather "wide' or "narrow” ; thus they could be paid for use on roads, which would be an example of
awide grant, or they could be paid for use on road sgns, which would be an example of anarrow
grant. In contrast, generd grants are grants which may be spent by the recipient loca authorities on
any sarvices they choose. Note that this discretion may often be circumscribed by rules which

restrict the activities that locd authorities may legdly undertake.

Article 9 of the European Charter of Loca Self-Government recommends that general grants should
be used wherever possible. This recommendation implicitly accepts that there are occasions when
specific grants are needed, and indeed there are some arguments for specific grants. This chapter
begins by looking a the arguments for grants of both types. It then explores generd grants schemes
in some depth.

Argumentsfor specific grants
As specific grants redtrict loca authority freedom more than genera grants, they should be paid only

when there is a good case for using them in preference to genera grants. There are perhaps three
main occasions when they are judtified:

. to finance services which local authorities provide as agents of the centra government;
. to encourage local authorities to provide services that generate benefits for non-residents;
. to support locad authorities if they provide services in accordance with some minimum

gstandards laid down by the centra governmertt.
These three reasons are explored further below.
Agency services

It was argued in the previous chapter that most of the finance for any services which local authorities
supply on an agency basis should be met by grants. It seems gppropriate, in fact, for loca authorities
to receive separate lump-sum specific grants for each of these services, each grant covering most of
the necessary expenditure. It might seem that the grants should cover the entire cost of these agency
sarvices, but if the grants covers only a percentage, even a large percentage such as 95%, then the
authority has some incentive to keep its costs to a minimum.
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| mprovements generating externalities

Some locd authority services have benefits which are essentidly confined to the authorities own
citizens. For example, education essentidly benefits the children of resdent households. But some
locd authority services benefit nonresdents. The most commonly cited example is a main road
passing through an inland authority, for meny vehicles belonging to non-resdents may use it as they
pass through the area. When the residents of the area vote, they will wish loca spending on the road
to increase S0 long as the extra benefits from the improved road to themsalves exceed the extra cost
to themsdaves. They will typicaly ignore the extra benefits from the improved road to non-residents.
Consequently, there is a risk of underspending on the road in the sense that improvements whose
benefits to non-residents and residents combined exceed their cost may not be made because their
benefits to residents done are less than the codt.

In these circumstances, the centra government may react by introducing a sysem of matching
gpecific grants for roads. Matching grants effectively reduce the cost to locd citizens of any
improvements, and thus they encourage extra spending on the road. However, it should not be
supposed that introducing such a scheme of grants is a straightforward exercise. In order to provide
the correct stimulus to each areg, the central government should, idedly, estimate the degree of
benefits to non-resdents by each area’s roads and introduce an gppropriately large or small
matching grant. But it is empiricdly hard to esimate the benefits to non-resdents, and it may be
politicaly hard to introduce different degrees of matching — or, in effect, different degrees of subsdy
—in different aress.

Consequently, if the problem of externa benefits is serious, it may be appropriate to adopt a
different solution. This would be to remove the service concerned from the tier concerned and
entrust it ether to ahigher tier of local authorities, or ese entrugt it to the central government.

Soecific grants and minimum standards

Central governments often impose minimum standards on locad authorities. When this happens, it is
arguable that if the authorities provide the services at those minimum standards, then they are redlly
acting only as agents of the centrd government, providing services in accordance with centra
wishes. Thus, as with other agency services, thereis acase for mog, if not dl, the finance coming in
the form of lump-sum specific grants. Unlike pure agency services, though, locd authorities are free
here to raise their sarvice levels above the minimums impaosed. It is the cost of any higher leves of
service that should be borne chiefly from local taxes, like the cost of genuine local services.
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A critique of minimum standards

Paying a grant to a locd authority to enable it to meet an imposed minimum standard may make
imposing sandards seem quite harmless. But natice that the higher tier authority which pays the
grants has to finance its grants with extra taxes. So the citizens of the lower tier authorities which
receive the grants will dso be paying extra taxes to the higher tier which pays the grants. So, in
aggregate, the citizens of the loca authorities will be no better off as a result of the grants scheme.
Indeed, while the citizens of the typica authority will certainly have no extraincome at their disposdl,
despite the grants, they will be subject to an extra congraint in how they may spend their income. In
generd, condraning peoples spending patterns cannot increase their welfare. In these
circumstances, it is worth asking what arguments can be adduced for imposing minimum standards.

Three arguments for minimum standards are commonly cited:

. to ensure that no-one has to suffer from services provided at levels below the minimum
standards imposed. In particular, governments may be concerned about poor people who
could not afford to move from areas that might offer low sarvice levels. But it seems
unfortunate that the efforts which are made to protect these poor people mean that al the
other people in their areas must be forced to pay for higher levels of locd services than they
redly want;

. to protect people who have to move occasionaly by ensuring that they will be able to enjoy
minimum loca services wherever they go. Agan, it seems unfortunate that this protection
can be secured only by forcing the citizens of many authorities to pay for higher leves of
locd services than they want;

. to protect people in minorities, such as library users, from authorities which might ignore
them. This is essentidly a far argument, but it may be wondered whether centra
governments are often much more concerned than loca authorities about minorities.

Guiddlines as an alter native to minimum standards

No doubt minimum standards can sometimes be justified by reference to one or other of the above
arguments. Bt it is possble that some imposed minimum standards cannot be so easlly judtified.
Indeed, it is possible that it might be appropriate to replace some imposed minimum standards with
guiddines.

Congder, for example, services such as water supply and fire services which are often provided by
locd authorities. These authorities must decide how pure their water will be and how many fire
engines they will have. So they need to consider how pure their water must be not to conditute a
ggnificant hedth hazard, and how many fire engines they must have to ensure that fires can be put
out reasonably quickly.
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These are technicd issues, and many authorities may be too poor to employ the technica experts
who could answer them. Higher tiers of government could hire experts and get them to issue
guidelines. Then the lower tiers could decide how far they wished to meet these guidelines. But the
lower tiers would become answerable to their own eectors for any failure to meet the guidelines.

If this gpproach was adopted, with the guidedines being essentidly optional rather than mandatory,
then the case for usng specific grants would largely disgppear. The services would be essentialy
genuine locd services that should be chiefly financed through taxes.

Argumentsfor general grants

Table 4 shows that in dmogt adl Council of Europe member dates, the level of generd grants — or
block grants — is congderably higher than the levd of specific grants — or earmarked grants. There
are essentidly two reasons for having generd grants. These are to sort out vertica imbalances and
horizontal imbalances.

Vertical fiscal imbalances
Verticd imbaances arise when one tier of locd authorities — or perhaps more than one tier — finds

that if it levies its permitted tax or taxes at "reasonabl€e’ tax rates, then it has too little money to
provideits services & "reasonable’ levels. There are four dternative solutions to this Situation:

. more loca taxes could be introduced. In terms of promoting loca autonomy, this is the
preferred option;
. some services could be removed from the tier concerned. However, if this means

centralizing or regionalising a sarvice where locd variations were previoudy possible, then
there would clearly be a cost in terms of reduced diversity and so reduced ability to meet
varying locd preferences;

. a system of tax-sharing might be introduced to raise local tax receipts. But, as indicated in
the previous chapter, tax-sharing might bring with it increased central control unless the tax
shares accruing to lower tiers of government are congtitutionaly guaranteed;

. governments could digtribute grants, typicaly generd grants, to raise the revenues of the
locd authorities concerned. This might well result directly or indirectly in grester centra
control.

Almogt al centrd governments rely to at least some extent on the fourth solution. When this solution
is adopted, the grants concerned may be paid out on a formula that helps the central governments
as0 solve the problem of horizonta imbaances.
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Horizontal fiscal imbalances

A horizonta fiscal imbaance occurs when two loca authorities seeking to have smilar service levels
find that they would need different tax rates. These imbaances can arise for three reasons.

. some areas may have higher needs than others, drictly, they may need more units of output
per head, such as more school places per head, smply because they have relaively more
schoolchildren;

. some aress have higher costs than others; thus the cost of a place in a school in one area
may be relativey high if wage rates there are rdatively high, so that more money has to be
spent to secure teachers, or if the climate there is rdatively cold, so that more money hasto
be spent on hesting;

. some areas may have lower per capita tax bases than others, so that equal tax rates raise
relatively low per capita amounts.

These horizontal imbalances can be reduced, or even removed, by means of an appropriate system
of equdization grants. There are, in fact, two ways of operating equdization arrangements.

. A system can be st up which involves locad authorities done, and in which areas with
relatively high resources or relaively low needs and costs pay money into an equdization
fund which is then drawn on to make egudization grants to areas with rdatively low
resources or relaively high needs and costs. Such a scheme is unlikely to be st up
voluntarily by loca authorities because some of them will lose, probably indefinitely. But it
could be set up by the centrd government.

. The centrd government could itself pay grants to al aress, paying less to areas with
relatively high resources and relatively low needs and codts than it pays to areas with
relatively low resources and rdatively high needs and costs. Such grants would typicdly be
generd grants and would seek smultaneoudy to handle both horizonta and verticd fisca
imbalances.

In generd, the firgt arrangement is likely to prove unpopular because it is made very explicit which
aress lose out as they have to pay money into the equdization fund. Thus this arrangement tends to
be confined to countries like Sweden and Denmark where thereislittle vertica imbaance. For when
there is negligible vertical imbaance for a tier as a whole, some areas will doubtless be able to
secure more revenue than they need for reasonable services if they set reasonable tax rates.
Consequently there is a case for requiring them to make payments into an equdization fund as
edtablished with the firg sort of scheme. An dternative would be to use a modified verson of the
second sort of scheme in which some areas would end up entitled to negative grants that they had to
pay to the central governmen.
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However, it might be felt more acceptable for areas with high resources and low needs or costs to
pay money to other areas via an equdization fund, as on the first sort of scheme, than for them to
pay money to the central government.

Reasons for tackling horizontal imbalances

There are both equity and efficiency arguments in favour of equdization. In equity terms, it seems
unfair that people in some areas will have to pay higher tax rates and thus higher taxes than smilar
people in other areas who enjoy smilar levels of locd services. In efficiency terms, unequal tax rates
for equa services could stimulate migration which would use up resources. The only quaification to
this efficiency argument concerns differences in costs: there could be efficiency gains if people were
encouraged by a lack of equdization arrangements to move from authorities where loca services
were relaively costly areas to areas where they were reatively cheap.

Thus the case for a measure of equdization seems strong, and article 9 of the European Charter of
Locd Sdf-Government cdls for egudizaion arangements to protect relatively wesk loca
authorities. The most common type of arrangement is a system of equdization grants. Numerous
issues arise with equdization grants, and the main ones will now be addressed.

Problems with equalization grants

It is easy enough to suggest that horizonta — and vertical — imbalances can be removed by suitable
grants. It is less easy to implement such grants. A redly effective grant scheme must dart by
specifying a "reasonable” tax rate, ar set of tax rates, that local authorities could set, and then work
out how much each area would raise with those rates. Then the scheme must work out how much
each area would need to spend to provide dl its services at "reasonable” levels. Thisis a much more
difficult task, and the results will inevitably be contested by areas where the figures seem relatively
low. Findly, the scheme would give to each area that set the reasonable tax rate or rates enough
grant to top up its tax revenues so that it could provide its services a the reasonable levels.

Note, though, that there need be no compulson on authorities to provide the services at the
"reasonable’ levels. The grants would merely enable them to do so if they so chose, but the
authorities might prefer higher levels for some services and lower levds for others. In effect, the
grants equalize the tax rates needed for reasonable service levels — or, in economic terms, they
equdize the tax-prices for those services — but they do not compe the authorities to provide
comparable services.
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Note a0 that the grants need not compel loca authorities to set the reasonable tax rate or rates. So
there is no reason to suppose that uniform tax rates will result. This raises the interesting question of
whether the grants should be lump-sum, and so not depend on recipients tax rates, or whether they
should rise (or even fdl) if recipients set higher tax rates than the reasonable ones. This is a
controversd question to which there is no whally satisfactory answer.

The man objection to lump-sum grants is that two areas which set common tax rates that are
different from the reasonable ones will not generdly be able to have comparable service leves.
Consequently, equity and efficiency problems may regppear. The following exemple may help to
explanit:

Two given areas levy only an income tax which, a a "reasonabl€e’ rate, raises respectively 1,000
euros and 500 euros per head; the cost of providing services at reasonable levelsis 1,200 euros per
head in each areg; thus, the first area would be paid a lump-sum grant of 200 euros per head, while
the second one would be paid a lump-sum grant of 700 euros per head. If each area sets the
reasonable tax rate, each will have a total revenue of 1,200 euros and each will be able to provide
amilar levels of services. But if each area sets double the reasonable tax rate so that tax revenues
are 2,000 euros per head in the first area and 1,000 euros per head in the second one, with lump-
sum grants, there will be no change in grant receipts. So total revenues will be 2,200 euros per head
inthefirst areaand 1,700 euros per head in the second one. Thus levels of services will be higher in
the firat area than in the second one so that there will be inequity between smilar peoplein the two
aress at these actual tax rates.

This problem can be removed by having grants that depend on tax rates. Suppose the grants were
adjusted 0 that the two given areas would have equal per capita revenues from taxes plus grants of
1,200 euros at the reasonable tax rate and equa per capita revenues from taxes plus grants of, for
instance, 2,000 euros at double that tax rate. Then, if each area set double the standard rate, the first
areds grant would become zero while the second area's one would become 1,000 euros. Here,
equity would dill prevall.

Unfortunately, grants that depend on tax rates have two problems. Firgt there are administrative
difficulties, not leest that the government might not know what its tota outlay would be until after
each area had st its tax rate. Secondly, some aress, like the second one in the exemple, might find
that their grants rise when they spend more, so that increases in their service levels were effectively
subsidized. Over-spending could resuilt.

In contragt, lump-sum grants ensure that, in each areq, the full cost of any changesin locd spending
levelsfdlswholly on locd resdents, and thus these grants should ensure that spending will rise only if
locd voters believe that the benefits from the rise are at least equal to the extra tax payments which
they must make.
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Inter-area redistribution with equalization grants

Equdization grants have to be financed by centrd taxes. Typicaly, some areas will pay less in taxes
than they receive in grants while others will pay more. Thus the grants effectively create transfers of
money between areas. These trandfers may prove politicaly unpopular in the areas which "losg". It is
worth making two observations about these transfers:

. the extent of any losing and gaining will typicaly be leest if the locd tax base is reasonably
well distributed between aress;

. the trandfers are, in fact, no more dragtic than the transfers which implicitly occur as a result
of centra government provison of services. Typicaly, central governments seek to levy dl
ther taxes a uniform rates in al areas and adso to provide dl their services a uniform levels
in dl areas. Thusin the provison of their own sarvices, they are effectively subsdizing areas
which have low tax bases and areas where services are costly to provide. Equaization does
exactly the same - and no more - in respect of loca services, enabling peoplein al areasto
enjoy comparable sarvice levesif they pay comparable tax rates.

Capitalization adj ustments in house prices as an alternative to equalization

It is sometimes argued that there is no need to have equaization grants at dl on the grounds that
capitaization adjusments in house prices will preserve equity and thus prevent migration from
actudly taking place. If one areais fiscdly disadvantaged in some way and people seek to leave,
then house prices there will a once fal while house prices in rdaively attractive areas will & once
rise. These house price changes could act in away that leaves the total cost of living in each areathe
same — once house costs and local service costs are both taken into account — and o restore equity
and deter any actud migration. There are, however, two reasons for not placing too much reliance
on this capitalization process and so for opting instead to have a system of equdization grants.

. It is redly land prices that will dter. In the long run, at lesst in rurd aress, land for homes
may have its price st at the levels that are determined in the market for agricultura land.
Thus the supply of land for homes may be perfectly dadtic in rurd aress a the leve of
agriculturd land prices. If so, then land price differentids may not emerge as aresult of locd
fiscd differences so that migration and inequity will till occur.

. Even if the supply of resdentid land were perfectly indadtic, as might occur in built-up
areas, S0 that gppropriate price differentias could occur, there would still be an equity case
for equdization grants. For, without such grants, the owners of homes would face continua
windfal gains and losses in the values of their homes whenever the taxable resources, or the
needs, or the unit codts, in their areas dtered, and these gains and losses would occur in a

capricious way.
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Equalization and devel opment

Equdization is sometimes opposad on the grounds that it neutrdizes any enthusasm that loca
authorities might have for loca development. Without equaization, an authority might support
development on the grounds that it would raise its tax base, perhaps by resulting in new property
and so raising the property tax base, or dternatively by raising incomes and so raising the income tax
base. With full equdization, any increase in the locd tax base would smply result in lower grants.
But it is arguable that there is a case for wanting loca authorities to be neutral about development,
especidly in an age when the environmenta impact of development is of so much concern.

Some particular problems with subcentral property taxes

It was argued above that there is a case for equaizing differences in resources and needs, and
perhaps dso differences in costs. However, the case for equalizing differences in resources requires
a little qudification in the case of a bca property tax. As local property taxes occur in many
countries, it ssems worth raising thisissue here.

To seetheissug, it is necessary to begin by noting that the property tax base per head in a particular
area could be rdatively low for three reasons:

1 the areamight have rdatively little business property;
2. the average Size of domestic propertiesin the areamight be rdaively small;

3. gte vaues in the area could be relatively low, perhaps because the area is unpopular on
account of apoor climate, so that demand for land is low, or perhaps because the area has
land which is poor for agricultura purposes and is therefore cheap.

The result of the low tax base is that the areawill have to set ardatively high rate of tax to provide
sarvices a levels comparable with service levels dsawhere. But does this mean that its citizens will

actualy pay more in taxes than people in equa size homes elsewhere who enjoy comparable local

services? It certainly does mean this if the tax base differentials arise from factors 1 and 2, and so in
these two cases there is a strong case for equdizing the differences concerned.

The gtuation is very different in the case of factor 3. It is true that this factor will cause tax rates to
be rdaively high in the area concerned, but these rdatively high tax rates will be applied to rdatively
low property values. Consequently, people in the area may wdll find that they are paying no morein
tax than people esawhere who live in property of a smilar sze and type. In turn, there seem to be
no problems of inequity or possible migration to address.
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However, the Stuation is more complex than it initidly seems. To seethis, suppose that factor 3 was
the only one that varied between areas. This can be most easily envisaged by supposing that the
property tax gpplies to domestic properties aone, so that factor 1 is irrelevant, and by supposing
that dl locdlities have comparable mixes of large and small domestic properties, so that factor 2 is
irrdlevant. Then the only reason why tax rates would vary between areas with comparable service
levels and comparable degrees of efficiency in service provison would be if some areas had higher
gte vaues than others.

The crucid point to gppreciae is tha dte vaues, and hence property vaues, are likdly to vary
within areas as well as between areas. Within any areq, there will be a uniform tax rate which
means that people in low Ste vaue properties of a certain type will pay less tax than people in high
gte vaue properties of the same type. Thus there is, implicitly, full equdization within areas Smply
because there is a uniform tax rate and a uniform level of service provison.

If thisintra- area system of implicit equaization isfelt acceptable, then it would seem logicd to extend
the idea of equdization to the nation as a whole by having an explicit scheme of equdization grants
to ensure that areas with, on average, low dte properties, can sill provide smilar service levels as
other areas with Smilar tax rates. If, however, theimplicit intra- area equdization is felt ingppropriete,
then not only would the case for explicit equalization grants to disadvantaged authorities disappear,
s0 dso would the case for implicit equdization within areas. The gopropriate policy would seem to
be to replace a property tax on property vaues with a property tax that excluded site values.

General grantsin practice

Although it is possble to have generd grant schemes that involve paying grants which depend on
recipients tax rates or spending levels, most governments which operate general grant schemes opt
for lump-sum grants, chiefly because they are smple to administer. Sweden and the United
Kingdom are two examples of countries which have moved from grants that did depend on the tax
or spending levels of the recipient authorities to lump-sum grants that do not.

The chief adminidrative advantages of lump-sum grants are that the grant to each area can be
announced in advance and that the total amount of grant to be paid out can be easily caculated in
advance.

With effort-related grants, the grant to each area depends on the tax ratesit sets. The question arises
of whether the government should set the formula for the grant scheme before or after loca
authorities set their tax rates. If the government acts firg, then it will not know exactly how much
grant in totd it will have to pay out until the last loca authority tax rate has been sat. If the
government acts lagt, then the loca authorities will not know when they set their tax rates exactly
how much grant they will receive.
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Whilst most countries operate lump-sum grant schemes, few of these schemes are actudly fully
equdizing, even a a sngle tax rae. Rare examples of such schemes occur in three d the four
nations that form the United Kingdom: England, Scotland and Wales. But, interestingly, the existence
of separate schemes for these three nations means there is no equaization across the United
Kingdom as a whole. In essence, Audtraia aso pursues full equdization a a Sngle set of tax rates,
though the calculations are very complicated, partly because it is necessary to assess the implications
of different states decting to sdect somewhat different taxes. Thereis dightly less full equdizationin
sevead other countries, including four federa countries — Audria, Canada, Germany and
Switzerland — and aso in some unitary countries including Denmark and Sweden.

In contrast, some countries have no sysematic scheme of generd grants with equdization
components. The United States is an important example. And there are severa countries which have
general grant schemes that make very modest moves toward equdization. Portugd and Spain are
interesting examples of such countries.

In Portugal, the centra government determines each year a sum that will be used to finance a fund
that is spent hdping municipdities. But this fund has little equdizing impect. Its limitations in this
respect are partly reveded by the fact that 40% of the fund is distributed totally with reference to
population. However, the remaining 60% has some equdizing effect. 15% is digtributed equally to all
municipdities which hdps amdler ones with the fixed cost eements of adminigtration. Another 15%
is digtributed in proportion to area and 10% in proportion to road length, and these eements help
areas with the high costs associated with sparse populations or large road networks. 5% is
distributed with respect to the number of subordinate freguesias or parishes, 5% is distributed with
respect to the degree of accessbility, and 5% is distributed with respect to the number of children,
and these dements dso help some of the more needy areas. The find 5% is desgned to help
municipaities which have low tax bases.

The Spanish government aso determines an annud sum which is distributed on the basis of eected
criteria. But this scheme is even less equdizing. 70% is essentidly distributed with respect to
population, though there is some bias towards smaler municipdities. And 5% is distributed with
respect to school places. But the find 25% is distributed with respect to tax yields. This means thét,
if anumber of areas with smilar populations were compared, the largest sums would go to the areas
with the highest tax rates and those with the highest tax bases; the fact that areas with high tax bases
are favoured means this e ement runs counter to the principles of equdization.
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VI. CASHFLOW MANAGEMENT

Cashflow management conggts in adjugting liquidity inflons and outflows in time and space.
Cashflow therefore comprises the liquid assets needed to make such adjustment possible at al
times. The relevant operations cover dl those transactions concerning municipa operating budgets,
investments and balance sheets where cash movements are involved. Cashflow management is not,
however, affected by certain accounting operations such as those concerning depreciations and
provisons or, indeed, transfers and charges.

There should be no need to dtress that managing nunicipa cashflow does not mean running the
budget process or applying tax regulations or financid equalisation schemes. It Smply means making
aure that sufficient funds are available, at the right time and a the lowest possible cogt, to make the
necessary payments as they fal due.

The ahility to do this depends mainly on the arrangements for transfers to municipdities from centra
or regiona government and on the system employed ("single treasury™ or otherwise).

Fundstransferred from central government

The term transfer is used in its broadest sense, encompassing advances on taxes, block grants,
annua operating subsidies and one-off investment grants. In some cases, the transfers concerned are
caculated in rdaion to the financid capacity of the receiving authority.

In Germany, for example, in the Land of North Rhine-Westphdia (Dusseldorf), under the law on
financid ad to municipdities for the year 1995, the generd equdisation subsdies and the lump-sum
investment promotion grants (accounting for over 90% of the trandfers from the Land to the
municipdities) were trandferred as follows. one eighth on 23 January, one quarter on 21 March,
21 June and 20 September respectively, and the remaining eighth on 20 December 1995. How
these two types of trander are gpportioned is determined according to some relaively complex
criteria. In the first case, the sum available is gpportioned according to various criteria that compare
the (partly theoreticad) needs of the municipdity and its fiscd capacity. At present, 95% of the
difference is made up by the Land. Investment aids, on the other hand, are alocated according to
legd criteriathat take particular tasks or repongbilities into account.

In Audtria, the proportion of shared tax revenues payable to municipdities is transferred by the
Federa Government. Certain current subsidies are paid once a year, while earmarked grants are
trandferred on an ad hoc basis. The sums paid by the Federd Government are caculated according
to legidation that also stipulates the due dates.

In France, municipalities recaive their block grants in twelve monthly instalments with an adjustment
a the end of the year.
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In Itdy, the date generdly tranders the funds intended for municipdities in two Sx-monthly
instaments. Specid funds are transferred by the government departments concerned as soon as they
are credited to their own budgets. Each region sets its own rules for payments to municipdities to
cover socid services and culture. State transfers to municipdities include revenue from property
taxes, the ordinary fund, the consolidated fund and the loca taxation imbaances equdisation fund.
The municipalities are powerless to change the times of the transfers, which are fixed.

In Portugd, monthly trandfers to the municipdities are made through the financid equaisation fund,
itsdf funded from the state budget according to foreseegble trends in revenue from VAT (at least
40% of the sums transferred must be used for investments). The criteria according to which the
money is shared out, defined in the locd finance act, take into account each municipdity's
population, road network, surface area and tax revenues. Municipalities able to prove that they are
in financid difficulty may obtain advances on the scheduled monthly payments.

In the United Kingdom, the Government transfers the funds for loca investments once a year in
December. Only supplementary funds can be earmarked to specific projects, e.g. housing. Every
year locd authorities recelve a guide concerning investments in each sector, eg. education.
Regarding funds for current expenditure, these are transferred in 25 parts (twice a month and three
timesin April) & dates fixed in agreement with locd authorities.

It should be noted that the larger the proportion of these trandfersin the municipa budget, the more
regularly the state, Land or region hasto transfer the funds. Whether the sums transferred are block
grants, funds earmarked for specific purposes (operating deficit of a public service) or one-off
investments has little incidence on cashflow managemerntt.

"Singletreasury” or autonomous management

In the area of municipd cashflow management, two main systems exist: under the "single treasury”
gysem, the state manages municipa finances, while under the autonomous management system,
individud municipdities themsalves are responsble for this. The first sysem gpplies in France, for
ingtance, while the second applies in federd states such as Germany and Audtria. Italy appliesboth
systems, depending on the size of the municipdities (smal municipdities of under 5,000 inhabitants
or mountain communities of under 10,000 inhabitants have some degree of autonomy).

The "dngle treasury” sysem places dl municipdities on an equd footing, as the relevant nationd
treasury manages their finances according to standard procedures. The gtate collects al loca taxes,
but dso pays advances on the due dates, regardiess of the State of the payments made by the
taxpayers. It also transfers the grants due to the individud municipaities and invests any surplus
funds. In generd, the reevant transactions are carried out without the debiting or crediting of
interest, i.e. free of charge, on the principle that negative and positive balances generdly offset each
other in both size and duration over the year.
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A further advantage of this system is security in the management of cash, as dl transactions are
performed by specidist gaff from a central authority. The rdevant municipa authorities take the
decisons on the implementation of their budgets, while state employees carry out the necessary
transactions. The principle of the separation of those who issue the orders and those who keep the
accounts is thus respected, with the two groups performing their respective tasks.

Under the "single treasury” system, control procedures are smplified, as the municipdities only have
"petty cash” holdings (purchase of supplies, collection of payments for services). Moreover, thereis
no danger d risky or speculaive investments, as the sate employs financiad insdruments that are
known to be safe. The same gpplies to any loans which municipdities may need for investment
projects. a state bank or the state itself lends the sums required for infrastructure projects at interest
rates and on repayment terms which do not place excessive burdens on loca finances.

To sum up, under this system, municipdities can, in theory, dways turn to the Sate in the event of
short-term financid difficulties, poviding they comply with the relevant rules of procedure. They
need have no worries about their medium and long-term cash positions.

Under the autonomous management system, each municipdity is regarded as an independent entity,
even by the state, when it comes to the management of its finances. The municipa authorities often
gppoint amunicipa treasurer to perform the necessary tasks, in particular to draw up and implement
annud liquidity plans. These contain comprehensive and progressive inventories of cash inflows and
outflows, and provide the basc framework for treasurers work. Each individuad municipdity
therefore pays atention to its daily cash baance. If the latter istoo often large and negetive, this will
be costly in terms of interest payments. If, on the other hand, the balance is positive, the municipdity
must be able to place the surplusin safe, short-term investments.

Financid autonomy of this kind means that individud municipdities must establish good banking
relationships. In aldition to long-term loans, which are often necessary for investment projects,
municipdities and their banks must plan for liquidity problems such as end-of-month cash shortages.
Possible options here are the opening of lines of credit™ and the use of short-term advances.

Nevertheless, the objective is to attempt to apply the zero-cash method, i.e. to keep liquid assets at
the lowest possble level in order to avoid having to resort to borrowing, which is often costly, or
having idle excess cash that could be put to better use.

1 Banksundertake to provide, at two or three days notice, asum "x" for aperiod "y" at interest rate "z". The
interest rates and any commissions are sometimes renegotiated in the light of money market trends.
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Once the various measures have been put in place, the individua municipalities must make sure that
proper checks of cash movements and stocks are carried out, ranging from unannounced spot
checksto analysis of the risks of certain short-term investments. In addition to security arrangements
when cash is physcdly transferred, daily financid operations require certain precautions such as the
double signature of al documents and signed daly baance statements. It is dso advisable for an
elected municipd officid, or even the mayor himsdf, to recave a dally statement showing the
municipality's genera cash pogtion (total encashments and payments, list of the main movements,
such as wages paid, or taxes received).

Specific rules of procedure determine the responsihilities of the various persons in charge of financiad
transactions within the framework of the rlevant legidation.

The advantages and disadvantages of the two systems briefly described above are the subject of
much debate, in particular in states which apply the "single treasury” system.

This approach is sometimes criticised by cetain municipa officads, who would like more
independence (freedom to invest surplus funds, relations with financid partners other than centra
government) or, a leas, the introduction of a system for crediting and debiting interest on the
municipa accounts opened with nationa treasury departments. As central government authorities
have to concentrate on meeting their own commitments, they could perhaps delegate more powers
to loca authorities or municipdities in this areg, resulting in a corresponding increase in the latter's
responghilities.

Moves in this direction can dready be seen in the introduction of block grants to municipditiesasa
replacement for various individua subsidies which they used to have to gpply for in accordance with
their specific objectives. Municipaities often actudly receive two block grants, one of which is
gpecifically earmarked for infrastructure projects.

A trend of this kind towards increased responghbilities on the part of loca authorities could dso have
an impact in cashflow management terms. Greater freedom of manoeuvre would require an
appropriate overal framework involving laws and regulations, improved controls and the increased
use of information technology.
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ATTRIBUTION OF RESPONSABILITIES TO LOCAL GOVERNMENT IN
EUROPE

Locd sdf-government — aloca authority's political and  economic independence from the centra
government and other higher tiers of the adminigtrative structure of a Sate asfar asloca matters are
concerned — is one of the basic pillars of democracy and therefore an important criterion for
asessing the democratic development of a state. Accordingly, in its European Charter of Loca
Sdf-Government the Council of Europe cdls for the implementation of the principles of locd sdf-
government, which it sees as an "important contribution to the congtruction of a Europe based on the
principle of democracy and the decentrdisation of power”. Loca authorities should be enabled by
the condtitution and ordinary laws "to regulate and to manage a substantial share of public affairs
under their own respongbility and in the interests of the loca population” (Article 3). Decisons that
directly affect the locd eectorate can therefore be taken "close to the citizens' by people who are
politicdly accountable, resulting in a democratic eection, which is a mechanism for expressng
approval or disapprovd, functioning as a means of determining whether and to what extent decison
makers have consdered citizens wishes.

It is, of course, not possible to suggest, or indeed lay down, for al countries what functions are
consdered to fdl within the responsbility of aloca authority, because historica developments have
an important role to play in this regard. Nevertheless, criteria not specific to a particular sate can be
developed that provide a bass for a politicaly desrable and adminigtratively practicable solution to
the problem of dlocating responghilities within a state. A basic principle a the level of condtitutional
and adminidrative law is that of subsdiarity, which, dthough initidly subject to hested debate, is
becoming more and more widely accepted. It is not only the relations of states to a supranationa tier
of government that are to be regulated according to this principle that people in the European Union
are fond of emphassng. At the domegtic levd, too, only those functions should, according to basic
democratic thinking, be transferred to a higher level that cannot be guaranteed to be carried out or
cannot be properly carried out at the respective lower level However, it should, as a matter of
fundamentd principle, initidly be assumed that the respongbility for carrying out a function lies with
the lowes tier.

If an economic answer is to be given to this question, consderation should focus on the economic
effects of public activities. A rationd alocation of respongbilities will then consgt in ensuring, if

possible, that the arealin which an activity is undertaken coincides with the politica responsbility of a
given tier, i.e. dl activities whose effects are limited to locd areas should be dlocated to the loca

authorities and an activity influencing the national economy as awhole to the centra government. For
activities limited to particular regions, i.e. activities that affect areas beyond the boundaries of aloca

authority but not the entire nationa economy, intermediate levels can be introduced, whether they be
adminidrative entities established under a national congtitution or only associations established by

gpecid agreement, for example in the form of unions of locd authority didricts. In this way, t
becomes possible for the costs of public activities to be attributed to a large extent to the decison
makers themsalves — and ultimately to be included in the factors on which the eectorate bases its
choice — and therefore to render decisions more comprehensible. Thisis not only an economic but
aso very much apolitical advantage.
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Such criteria can, of course, only determine basic features and cannot provide absolute rules thet are
vaid in every country for adecison in an individua case.

Many European countries are till along way from applying the principle of subsidiarity, however it
is interpreted, and the principles of the Council of Europe's Charter of Locd Sdlf-Government. On
the bags of gross domestic product, the expenditure of the locd authorities ranges from 1.4%
(Cyprus) to 27.5% (Sweden), with the local authority share aove or dightly below 10% in only
twelve countries. In twelve countries too, the share in overal public expenditure, which is a better
guide to the degree of decentrdisation in the public sector, is under 15%, and in five countries even
under 10%, dthough it needs to be taken into account that delegated functions have been included in
these caculaions. This fact done makes it clear that a purdy quantitative approach is insufficient,
even when the expenditure of conditutionaly autonomous regiond adminidtrative entities in federa
dates that lie between the centrd government and the loca authorities (cantons in Switzerland or
Lander in Germany) is taken into account, because in these countries the principle of subsdiarity
playsadecisverolein any case.

Allocation of functionsin European countries

A congderdion of the dlocation of functions in European states reveds a clear emphasis on
decentralised activities, with the quedtion of locd authority respongbility mainly influenced by
whether the state concerned has aregiond tier of government or not.

Among the typicd functions carried out by, and generdly the responsbility of, the loca authorities
are some aspects of public activity in the education sector, especidly looking after children under
school age, the care of old people, some hedth services, socid welfare, housing, environmenta

policy and culture, but especidly such typica local authority services as water supplies, waste
disposd, the didribution of dectricity, and transport. In many of these areas of activity loca
authority responghilities are often supplemented by, or compete with, regiona or central government
functions. For example, nursery schools are, when they are not privately operated, usudly run by
locd authorities, whilst in the school system locd authority responsbility is mosly limited to
particular areas of activity, whilst other areas are, owing to their regiona or nationa importance,
dlocated to the higher tiers of adminigtration. The same gpplies to hedth care and housing, loca

public trangport, environmenta policy and — more the exception than the rule — leisure and culturd

fadlities (eg. museums, theetres, orchestras of nationd importance). In addition, many loca
authority activities must be carried out within an established legd framework, which often dlows the
loca authorities little scope for discretion and leads to a blurring of the digtinction between a purdly
locd authority function and one that has merely been delegated. To be sure, even when the principle
of subsdiarity is gpplied and externdities have been properly internalised account must be taken of
the fact that a certain sandardisation of policiesis desirable in the nationd interest and that within a
particular function category, for example educetion, it may be sengble to divide up the respongbility
for areas of activity — here one only needs to think of primary schools, secondary schools and
universties— among loca authorities, regions and the centra government.
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However, in many countries there is a paterndigtic attitude to loca authorities that can be put down
more to the dedire to retain power and the arrogance of the higher tiers of administration then
rational consderations. Many of the above functions are dso defined from the outset as delegated
activities by the legidature (as shared activities or activities for which the loca authority is exclusively
responsible). Here there is a danger, and one often complained about by the locd authorities, that
the loca authorities will be assgned functions or that delegated functions will be extended without
the necessary funds being made available.

Size of local authorities

The politica and economic respongbility and ability of aloca authority to fulfil its functions properly
depends to a large extent on its Sze. The smdller it is the greater its ability will be to take decisons
that are "close to the citizens'. Conversdly, its ability to meet citizens wishes will decrease the larger
it becomes. On the other hand, both according to the principle of subsidiarity and the economic
criteria for the interndisation of externdities, the functions of higher tiers of adminigration will

increase as the sze of a locad authority decreases. In the same way, the locd authority's
adminigrative competence (its ability to carry out its functions) will decrease the smdler the authority
is. This leads to the question of whether there is not such a thing as an optimum size for a loca

authority. A clear answer cannot be given to this question either, since a great dedl depends on

higtory and traditions, as well as objective circumstances, such as the population dengty in aregion,
which may judtify the smdl size of an authority compared with its population. On the other hand, the
gze of didricts into which a large city is divided should not be smdler than that considered

acceptable for the rest of the country. Assuming that these conditions are met, the following
statement can be made about European countries.

In very many countries there are ill, or once again (for example in the countries in trangtion), loca
authorities with fewer than 1,000 inhabitants. This aso applies to some industrid countries, such as
France and Germany. As far as Sze is concerned, everything indicates thet it is correct to assume
that such very smdl authorities can no longer carry out properly and independently very many of the
functions that are basicaly typical of alocd authority. In these cases it is necessary either to merge
locd authorities, if only for certain functions, or to cregte an additiona higher tier. In many countries,
this problem has been solved by means of boundary reforms, with very smdl authorities being
combined to form larger entities. However, such an approach frequently meets with the resistance of
the population and therefore raises the question of democratic legitimacy, even if abody higher in the
adminigrative hierarchy should decide to carry out aterritoria reorganisation.
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A loca authority with between 1,000 and 5,000 inhabitants must so be considered to face very big
adminigtrative and economic disadvantages, even though in many regions the low population density
hardly leaves any dternative. When one considers that in most European countries the vast mgority
of loca authorities are of this size (up to 5,000 inhabitants), it becomes clear that there is a problem
here, and this is one of the reasons why loca authorities are often de facto given o little scope with
regard to financia autonomy.

These arguments should not be interpreted as a plea for large authorities. A boundary reform that
leads, asin the UK, to an average local authority size of about 100,000 inhabitants would probably
go beyond what would be considered a sensible objective of such a reform and conflict both with
the principle of subsdiaity and the economic am of interndisng externdities. From the
adminigrative point of view, too, excessvely large locad authorities lead to considerable inefficiency
(adminigration too remote from the citizens) and encourage citizens disllusonment with the Sate,
which is on the increase in some places.

. THE FINANCING OF LOCAL GOVERNMENT ACTIVITIES

Like every other tier in the administrative structure of a state, locd authorities have taxes, fees,
contributions and income from services supplied a their disposal. To supplement their finances they
aso have the possihility of raising loans from interna and externd sources. In their capacity aslower
government bodies locd authorities ae dso given specific or non-specific grants by higher
authorities.

Taxes

Whether an authority has genuine financid autonomy depends on the size of the income available for
it to use as it wishes. The more aloca authority must rely ether directly or indirectly on the granting
of funds when it wants to spend money or requires permission to do o, the less possible it is to
speak of locd sdf-government in a particular sector. On the other hand, the democratic legitimacy
of decisons involving the expenditure of money depends on whether and to what extent loca
citizens are directly affected by the financing of whatever has been decided, with the result that the
loca council is caled to politica account in eections. They leads to the demand that the locd

authorities be given their own tax-raising powers and the right to fix the tax rate and, as the case may
be, the basis of assessment. In order to preserve the comprehenshbility of decisions of the local

council and avoid the exploitation of individua groups of inhabitants as a result of those decisions,
care should be taken to ensure that dl citizens are subject to the payment of tax. Consderation
should aso be given to taxing people according to the principle that those who cause codts to be
incurred (both individuals and companies) should pay, i.e industry and commerce should be
included in locd authority taxation in addition to al groups of inhabitants.
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Almos dl countries have I€ft it to locd authorities to collect very smdl taxes, such as dog licence
fees or entertainments tax. However, these taxes yield negligible amounts and it is debatable whether
there is any judification for them in a rationd tax sysem. Very few European countries have
provison for genuine loca taxes that yidd an appreciable amount and for full autonomy to collect
them. For example, the Nordic countries leave it to the loca authorities to collect income tax, the
rate of which isfixed a the local level. In most cases the basis of assessment can at least partidly be
fixed by the locd authorities (tax exemptions). Switzerland and (with much less fiscal significance)
Greece and Romania aso permit loca authorities to collect an income tax.

In other countries (approximately haf of European states) the main taxes levied are the various
forms of property tax on the French or British modd, in most cases at rates that can be determined
either fredy or within specified limits by the local authorities. However, owing to difficulties assessing
the vaue of assats and levying the sum payable these taxes only yidd ardatively smdl amount.

In a number of countries, eg. France (taxe d'habitation) and, for some time now, the UK (council
tax), citizens, who are responsible for a consderable proportion of the expenses incurred by the
local authority, have had to pay a separae tax that, owing to the limited possibilities of distinguishing
between one payer and another, only yields a rdatively small amount or ese provokes a great ded
of resstance.

In France, Audtria, Germany and a number of countries in trangtion a tax on businesses (either on
earnings or factors of production) continues to be levied (taxe professonnelle, trade tax, payroll
tax), the rates dso being determined by the loca authorities.

Where genuine local taxes are levied in other countries these taxes are mostly dependent on the
vaue of assets and are seldom payable by companies. Leaving asde the loca authorities share of
revenue from a genera consumption tax, for example vaue added tax, which is not an independent
local tax, hardly any country in Europe has a sdestax of the type that is widespread in the American
system.

In the Nordic States, purely loca taxes yield (as a result of the income tax the local authorities are
alowed to collect) between 30 and 60% of al loca authority revenue. However, around 40%
comes from locdl taxes in France and in Switzerland too. If shared taxes that the local authorities
may either spend as they wish or according to specified criteria are added, the group of countries
with substantial loca taxes grows to include Austria and Germany. On the other hand, in dmost half
of European countries only 10% or less of expenditure is covered by taxes that the authorities levy
themsdlves.
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In most countries, with the exception of Germany and Ausdtria, local taxes are collected by the
generd inland revenue sarvice of the state concerned, with the locd authorities ability to influence
this varying from one country to ancther. When there are a large number of small loca authorities
this is dways necessay in the interests of efficient financdd adminigration and of minimisng
collection costs. With regard to local sdf-government mere assstance on aspects of taxation is
unimportant. What is more important is the fact that in those countries that have established a
gandard public revenue office for dl authorities the handling of the budget from the technical point of
view is carried out by civil servants ether for dl locad authorities or only for the smaler ones. In
many countries the budget is run by a specid adminidrative unit heeded by a treasurer responsible to
the municipa council or by a specid budget committee.

Where locd authorities are dlowed tax revenue in addition to these loca taxes the income is derived
from ther share of community taxes or taxes imposed by higher authorities, usudly the centrd
government (shared taxes)." In this case too, sharing in this revenue may further the cause of locdl

sf-government and even be smilar to levying a genuine locd tax, epecidly when the loca
authorities are granted the right to impose a supplementary levy on such a centrd government tax
and are free to fix the rate, perhgps within certain limits. However, thisis only possble in exceptiona

cases. As arule, the loca authorities receive a percentage of these shared taxes that is fixed by the
law or the condtitution. Very often they do not receive an unlimited share of local tax revenue but are
subject to limits established for the purpose of financid equaisation, with a percentage of the yield
from such atax dlocated to aloca authority according to a particular formulathat takes account of
such aspects as the relative financia position of the authority and any particular burdens it faces.

Even though such provisons are along way from redisng the actud am of alowing an authority to
levy its own locd tax this revenue does conditute an important pillar of loca authority finance, and
therefore something that must be considered a positive aspect. Such shared taxes only exist in afew
countries (Audria, Belgium, Bulgaria, the Czech Republic, Hungary, Germany, Latvia and Poland),
but they are as arule extremdy important. In most cases the locdl authorities are free to use them as
they wish and they are alocated according to objective criteria - i.e. they are not discretionary.

As a rule the locd authorities have no direct control over the way ther system of finance is
organised, especidly over the levying of their own taxes. Political influence is exercised to a large
extent through unions of smdl locd authorities and conventions of larger municipd authorities, as
well as the paliticd parties. In some cases, for example Sweden, there is dso indtitutiona provison
for direct participation.

1 Shared taxes are defined here as taxes the proceeds of which are used by several different tiers of
government and not, as is normal in the UK, centrally collected local taxes that are subsequently distributed to
thelocal authorities in accordance with fixed criteria.
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Fees and contributions

As the locd authorities generdly handle essentia public services — water supplies, sewerage, waste
disposd and energy supplies (electricity and gas) — and aso provide a number of other servicesin
the area of child care and the care of old people, the fees the users of these services are charged
may congtitute a considerable source of income when the authority provides the service itsdf. The
importance of fees and contributions for the loca authority budget thus depends on whether and to
what extent the authority is responsible for providing public services (the Nordic countries supply a
very wide range, as do Audtria, Luxembourg and a number of countries in trangtion) and on the
form these services take, because in those cases in which services are provided by public
undertakings that have been excluded from the loca authority budget —i.e., only their net balanceis
incorporated in the budget - the fee budget is reatively smal. As it is public undertakings that
perform such functions in the developed indudtria countries the proportion of fees in the locd
authority budgets of these countries is low, in contrast to countries with a relatively low gross
nationa product.

The same applies to earnings from entrepreneurid activities, which, gpart from the countries in
trangtion, is in any case only of minor importance because in market economies the public
authorities need to provide specid judification for producing goods — i.e. the am of generating
income is not a sufficient reason. As a rule, when the loca authorities, as service providers, supply
work for payment it is not only costs that play arole in caculating the charge to be made but dso
political condderations. In cases in which higher authorities intervene by enacting framework
legidation or by-laws in the interests of ensuring uniform living standards, as happens n many
countries, the principle of locad sdf-government is violated to the detriment of citizens wishes and
renders privatisation more difficult.

Possibilities available to local authorities of raising loans

As recaipts of money (especidly tax revenue) and expenditure do not take place a the same time, a
short-term cash advance is often necessary as a bridging loan to prevent financid transactions
coming to a hdt. In a number of countries it is granted to the locd authorities by a single sae
treasury, the centra bank (in the UK) or specialised banks (in Germany, the municipa savings
banks). All that is necessary is the impodtion of alimit corresponding to the budget volume.

In al European countries the local authorities are dso alowed to inance part of their work by
rasing loans, which may be granted by a higher authority or obtained from the capita markets either
through a co-ordinating body or even directly by the locd authorities themselves. In most countries
up to 10% of expenditure is financed in this way. Only in few countries is the amount borrowed
higher. Some countries even in principle adlow money to be borrowed abroad, dthough in most
cases authorisation must be obtained from a centra government indtitution (a ministry or the centra
bank).
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A medium- or long-term loan is badcdly judtified for the financing of investments that will yied
bendfits in the future when these yidds will offset the financid expenditure ether entirely or to a
consderable extent. However, this means of financing projects dso suggests itsdf for reasons of
inter-generation equity, since the generations that profit from the investment whilst it is being used
can be required to pay a share of the financid burden commensurate with the benefit they derive.
The financing of public expenditure on goods and services by raising aloan, or even the financing of
alocal authority's current account deficit, must be considered to be much more problematic.

The danger of locd authorities becoming insolvent and higher authorities having to intervene, if not
de jure then de facto, in the event of bankruptcy leads to the involvement of the higher tier of
authority responsible for the local authorities. In most countries higher authorities keep an eye on the
loca authorities for this reason and make the raisng of a loan dependent on their authorisation —
ether directly for each loan or indirectly in cases where each loca authority budget is subject to
formal gpprovd (eg. in France by the prefect). From time to time an independent body (regiond
accounts chamber in France) can sometimes be caled in to examine a budget that is being objected
to on account of the plan to raise aloan.

Such procedures only violate the principles of local sdf-government when the body that hasto give
its approva has to take a decision in accordance with objective and justified criteria laid down by
law. This is tantamount to the supervison of the authority concerned to ensure it is acting legdly.
Examples of such objective criteria would be a net invesment specified in the budgetary plan
(perhaps as part of a cash budget) or other budget indicators, such as a certain percentage of the
local value added, a certain percentage of the overal budget or certain categories of expenditure.
The authority's indebtedness can aso be taken into account. As these criteria are only applied when
the purpose of aloan is to be examined (which can only be done with difficulty) or only forma
indicators are employed without taking sufficient account of the possibilities available to the authority
of financing its activities, the authority should be alowed to prove how it intends to guarantee the
financing of its debt service from ordinary income (without a loan) for the entire period of debt
repayment. In anumber of countriesthisis aso ether explicitly or implicitly examined.

Countries differ in the way they supervise authorities to ensure they are acting in conformity with the
law. In most cases this is done by a ministry responsible for such supervison, in many cases the
minigry of theinterior.

The raising of loans is closdly related to the Sze of an authority, because it would be difficult to
imagine smdl authorities, for example those with under 5,000 inhabitants, approaching the capita
market themsdves. They generdly lack the adminidrative expertise, and the amount of the loan
required is below the optimum leve. In addition, they are often not credit-worthy (the mortgaging of
municipal assts is usualy not permitted), so that the creditor will at least demand a risk surcharge
on the interest payable. For this reason, in countries with locd authorities of many different szes the
rasng of loans for smal authorities, or even for al authorities, is carried out by specid inditutions
that are either subordinate to central government bodies or the loca authorities as awhole.
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If such organisations only handle technical aspects and the formd dlocation of money there is no
reason to consder this to be a violation of the principles of loca sdlf-government. However, if such
inditutions are centraly controlled, especidly for reasons of economic policy, such interventions
must be viewed with amuch more criticd eye.

Grantsand fiscal equalisation

In many countries transfer payments granted to local authorities by higher authorities account for a
congderable proportion of locd finances. In most countries these payments contribute more than
50% of the locd authority budget, and in only a few countries (the Nordic countries, Switzerland
and France) does an authority's own tax revenue exceed the amount of these transfers to a
sgnificant extent or correspond gpproximately to them. Thus, given the Size of these payments the
guestion arises as to whether locd sdf-government is possble a dl in such grant-dominated systems
of financing expenditure. As these "vertica” revenue flows are in any case subject a@ther dejure or
de facto to the strong influence of the centrd authority granting the money, the level of the grant
provides prima facie evidence of centrd government influence. However, to what extent locd self-
government is restricted as a result depends on the actud conditions under which the payments are
made. Central bodies responsible for making grants have the strongest influence when such transfers
are linked to a specified purpose and the grant is discretionary, and the grestest degree of freedom
is provided by transfers that are determined according to objective criteria both with respect to the
amount concerned (including the tota to be alocated) and their digtribution and when they are made
avalable to be used as dedred. Here the differences between one country and another are
consderable, and without a precise knowledge of the arrangements in each case it isnot possible to
make an assessment of the degree of loca sdf-government possible. In addition, "verticd™ revenue
flows are employed as a means of equalising locd authority finances. The financid srength of locd
authorities can, for example, be adjusted by means of a capitation grant. The distribution of shared
taxes according to this criterion has the same effect. The effect of the equdisation can be increased
when establishing the sze of the population by giving grester weight to certain persons according to
the demands they make on the authority, for example persons beonging to certain age groups
(children, old people).

Ancther system of financiad equdisation congsts in making payments "horizontaly”, i.e. by obliging
the "rich" authorities to pay into an equdisation fund in favour of "poorer authorities. Idedly, such
systems should not only be geared to revenue but aso, and especidly, to different needs. However,
it is difficult to solve this problem since the equdisation procedure is supposed to remain free from
discretionary decisions and be subject to objective criteria, o that ultimately only the composition of
the population is taken into account when making a transfer.

The principle of financid equdisation, the am of which is to ensure uniform living Sandards in a
date, often meets with resstance among those obliged to make the payments, so that in many
countries it takes place "verticdly", i.e. payments are made by the central government.
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As is aufficently wel-known from experience gained in distributing income tax revenue, there are
limits to any redigtribution policy, and therefore financid equaisation too. However, how far these
limits are drawn differs a great ded from country to country (eg. for historica reasons or for
ressons of mentaity), so tha the sgnificance of "horizontd” and "verticd' equdisation with a
horizontd effect” dso differs widdy. An objective limit is reached when those having to make
equalisation payments, but dso the recipient locd authorities, lose interest in exhausting other
sources of income. In this case they fail to reach the objective of loca saif-government.

1. SPECIAL PROBLEMS OF LOCAL GOVERNMENT FINANCE IN THE
COUNTRIESIN TRANSITION

The main am of palicy in the countries in trangtion is the decentraisation of a highly centraised
totditarian system and the restructuring of locd authorities. This presents a chdlenge to both the
politica and the economic system, since it is necessary to produce goods and services that the
consumer and voter wants. During the communist eralocal sdf-government was abolished in favour
of the politicadl monopoly of the Communigt party, a Sngle Sate authority, a uniform administration
and the fiscd monopoly of the sate. Consequently, the locd authorities lost their legd status, their
democrdtic legitimacy, their right to govern ther affairs and their property rights. They became part
of the centra budget and degenerated into executors of the centrd government. Given these
restrictions the authorities that remained had few possihilities of protecting local interests.

In al former communist countries the legd framework was quickly rebuilt in order to carry out
inditutiona changes, and a guarantee of local autonomy was enshrined in condtitutiond law. Locd
authorities were given genera responsihbilities for dl public functions not assgned to other public
ingtitutions, new property rights and the right of salf-government through e ected representatives.

It was obvioudy easy to put these principles down on paper, but it was more difficult to turn these
generd rules into detailed provisons. In practice, it will take years to achieve effective indtitutiona
and legd solutions. Thisis not only a question of organisation, experience, manpower and technica
equipment but dso a spiritual and political issue. In the old democracies too, it is an al-important
task to take powers away from the central government, and this is dl the more necessary in those
countries in which power was until recently highly concentrated and new adminigtrations have to be
run by the staff that ran the old system since there are few qualified people who did not work in that
sysem.
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In the socidist countries the centrd planning system needed a certain degree of administrative
centrdisation for the purpose of providing the information that it wanted to disseminate and of
implementing its policies. The countries in trangtion therefore inherited an adminidrative tier Stuated
between centra and loca government. Thistier had nothing to do with the decentralisation of power
but was the link between the planning agency and economic units necessary to strengthen the power
of the central government. These authorities were, as a result of their adminidrative functions, their
organisation and the size of the region they governed, in generd unable to fulfil the functions of an
intermediate loca authority in the new democratic system. Most countries abolished or restructured
these authorities. The members of the restructured authorities are not elected but delegated by the
local authorities. They have very reduced responsbilities, mostly to do with legd supervison and the
co-ordination of public services. They dso act as fora for exchanging information, oversee the
functioning of the central government adminigtration (both their old and their new role) and, above
al, carry out delegated functions of the centra government.

In most countries the conditution and legidation reaing to locd authorities permitted new
municipdities to be established, which in some countries led to a very large number of smdl loca
authorities that were unable to provide the democratic ingtitutions (e.g. a mayor and aloca council)
necessary to fulfil the proper functions of alocd authority. From the beginning these countries have
been confronted with the problem of carrying out reforms to reduce numbers and defining minimum
standards.

It was extremdy difficult to establish local authorities because this had to be combined with the
reorganisation of property rights. The socidist enterprises were responsble for many areas, such as
hospitals, cultura centres, concert hals, kindergartens, roads, etc., that would normally have been
the respongbility of loca authorities or other public sector bodies. Conflicts arisng here cannot
eadly be resolved, because some property is claimed by the state, on the one hand, and enterprises
or a privatisation agency, on the other. For example, medica care, cultural activities and ports are
aso carried out by private enterprise in market economies. However, the bulk of this property was
given to the locd authorities, in spite of the fact that it should be privatised or used by the state under
its public housing policy. The municipalisation of this property congtitutes a heavy burden on local
authority budgets. Paradoxicaly, rents and user charges are controlled by the central government.

The locd authorities inherited locd industries from the beginning, not anly those providing public
services but also others engaged in the production of goods for private consumption. Lacking
sufficient revenue, they will defend this source of income for aslong as it is profitable, in spite of the
fact that thisis not in conformity with the principles of a market economy.
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In generd the revenue sde of locd budgets is insufficient. Where thereis avery smdl locd tax base
it is difficult to obtain any revenue from loca taxes. Most countries impose a property tax, but thisis
problematic since it is difficult to tax farmers and a large part of urban property consists of private
housing or public property and is difficult to assess. An income tax that deserves the nameis only at
the initid stage of development in most countries owing to the fact that it is difficult to administer and
obliges people to declare their earnings. Mogt revenue comes from minor taxes, such as vehicle
licences in some countries, permits and user charges. The tax rates are in most cases fixed by the
central government. Other income is derived from public property, grants dlocated by the centra

government for generd or specific purposes and loans. As far as grants are concerned, the amount
received depends on the size of the generd grant and the way in which it is digributed. The norma

rule in many countries is to goply a smal number of objective criteria lad down by law. The
assessment of agrant alocated for a specific purpose depends on the size of the local budget and on
whether its use is redtricted to the financing of locad investments. The loca authorities need to be able
to finance investments, at least a part of them, from their own norma revenues.

A congderation of the development of local finances in the countries in trangtion revedls that there
have been pogitive developments over the lagt five years and that these countries are gpproaching
western standards.

V.  EUROPEAN LOCAL AUTHORITIESASSESSMENT OF THE SITUATION
WITH REGARD TO LOCAL SELF-GOVERNMENT

An initid survey of European local authorities has shown that not even haf of them consider the
funds available to them to be adequate. This is not surprising, sSince in most countries they are
dependent on trandfers and do not have sufficient possibilities of adgpting their own income,
especidly tax revenue, to the financid burdens they face. In particular, some countries that basicaly
consder the system of financing loca government to be good in principle (e.g. Sweden) make the
complaint made by dmost everyone that higher authorities often assgn new functions to the loca
authorities without making the necessary money available. As arule, these functions consst of new
or expanded socid services (for example, in Germany the local authorities were obliged to make a
nursery school place available to every child without being compensated for the investment and
maintenance costs), or else functions are delegated that were previoudy the respongbility of the
centra government, such as the payment of unemployment benefit when the state shortens the
period in which transfers from the unemployment insurance fund are made.



83

Mog locd authorities believe that the higher authorities are dso ether not willing or reluctant to
revise the digribution of income between the tiers of government when considerable structurd

changes take place with regard to the functions carried out. These changes that have recently led to
dramatic increases in loca authority expenditure in certain aress, for example the socid benefits that
become necessary as a result of risng unemployment, caring for old people, an increase in the
number of homeless and drug-dependent persons, the growth in crime or arapid rise in the number
of migrants from criSs areas and war zones.

If there is only a dow response to such developments it is not surprisng that dmogt a third of

countries surveyed complained about alack of flexibility in the case of unforeseen circumstances. At
firg glance it might appear astonishing thet it is precisdly those countries that react more flexibly
which have dlowed their loca authorities a relatively low degree of autonomy. However, when one
takes a second look this very quickly becomes explicable, for when loca government finances are
viewed as a matter to be supervised by centrd government and locd authority functions are to a
large extent delegated the financia Sde is dso consdered more the responghility of the centra

government, and therefore also seen in the context of the latter's budgetary requirements.

The possbilities avalable to locd authorities of carrying out ther activities in the way they wish,
especidly the possibility of establishing their own spending priorities, are relatively poorly developed
both in countries with no tradition of local government (a number of countries in trangtion, but aso
Turkey) and in highly centrdised countries (like the United Kingdom). In these countries the
foundations of loca sdf-government are only wesk. However, dso in countries with forma legdl
provison for a high degree of loca autonomy and self-government the possibility of actudly making
use of these freedoms depends on whether the locad authorities have any financia leeway that
permits them to establish priorities that go beyond the minimum of obligatory functions and delegated
activities lad down by law, or even to assume new functions. The budgetary postion of loca
authorities gppears in dmost dl cases to be characterised by the fact that most authorities either
have no or insufficient financid means available.

Although regiond differences in wedth, measured, for example, by per capita GDP, vary from one
country to another, they lead in dl large countries to differencesin locd taxable capacity and the tax
burden and make financid equalisation necessary. The loca authorities unanimoudy see it this way
too. Those surveyed are even mildly in favour of, or indifferent towards, the sysem of financid

equalisation when the influence of the local authorities on the arrangements for, and implementation
of, the egualisation is ether wesk or nonexigent. However, one should be very careful in
concluding from this that there will be no problems in developing the system of financia equdisation
further, because the locd authorities will give different responses to the question of how they assess
the dtuation when the financid egudisation sysem, which is sill not well-developed in most
countries, not only has provison for recipients but adso for remitters of transfer payments. The
responses will then certainly differ from one loca authority to another, depending on whether it is
one of those that benefit from the system or one of the losers. However, even then a great ded will

depend on the extent of the redistribution. For example, criticism will increase the more the financid
burden grows, which is something that can aso be observed in connection with the policy of
redistributing tax revenue.
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A genuine system of "horizontd" financid equdisation between the locd authorities in the form of the
richer authorities making transfers ether directly or indirectly (via a fund) to rdatively poorer

authorities is the exception, but many countries are endeavouring to introduce such a system.

However, as the example of Germany shows, experience with these systems is more unfavourable
than not, because it is paliticaly difficult to get them accepted, they bring in rdativdy little capitd and
have the above-mentioned drawbacks. For this reason, the bulk of financid equaisation takes place
via"verticd" revenue flows from the centrad government downwards, especidly in the form of grants.
As the redigtribution of revenue as part of a financiad eguaisation system gill plays a minor role in
many countries and is yet to become more widespread, and asit is a the moment impossible to see
what the scope of the equaisation will be and how it will be organised — athough arrangements for it
to be carried out, whatever form they will take, are expected in some places in the near future —
most people are adopting a wait-and-see atitude in these countries.

The methods employed by the various countries that operate a financid equaisation system have up
to now been very smilar. For example, aloca authority is only compensated for part of the amount
that its income deviates from the average for dl locd authorities. When shared taxes and grants are
digributed thisis generdly done on the bass of locd tax revenue, but mostly according to egditarian
principles on the bass of the number of inhabitants, perhaps by weighting groups that cause
particular costs to be incurred (children, old people). In those places in which attempts are being
made to take into account other criteria with regard to financid needs, the financid equdisation
procedure is adversely affected by permanent politica disputes about the criteria that are being
applied and about those that, in the view of other local authorities, should be applied instead, or at
least in addition. The concluson can be drawn from this that those involved in financid equdisation
procedures should dispense with establishing and taking account of differences in financia burdens
that result from the carrying out of public functions.

Only in reaively few countries are locad authorities dlowed to participate directly and in an
inditutionalised form in the taking of decisons of generd principle or even in decisons on changesin
the system of locd government finance. They are, however, consulted in areatively large number of
countries. The exercise of these rights of co-determination is aso governed more by tradition and
the need for taking rationa political decisons than the principles of locd sdf-government. Unitary
dates epecidly depend on information from lower authorities, whilst decentralised countries that
dlow their locd authorities to have sufficient funds and their own source of income — in particular
local taxes — do not need a system of financid co-operation. However, as most countries are
between these two extremes and the local authorities are controlled by the centra government in
many aress of activity — which entails considerable financia consequences — inditutiondised co-
operation would be desirable.
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Happily, the number of grants tied to a particular purpose has declined in most countriesin favour of
non-specific grants. Although financid equdisation objectives are very often aso pursued when a
grant is made, even if it is not tied to a particular purpose, the loca authorities in most countries
evidently accept this on the whole.

In the countries in trandtion and Turkey, the influence of centrd government is grester and the
criteria for discretionary grants are more numerous. There can be no doubt that the grester the
number of criteria for alocating funds the more possibilities of exercisng palitica influence there are,
especidly when the weighting is not free from subjective congderations.

The leagt criticism was voiced in the survey in the area of local authority borrowing. Here, most
states are obvioudy very liberad and dlow a very large amount of public debt, often even in foreign
currency. In anumber of countries there are, it istrue, central government indtitutions through which
loans are raised, but this procedure is not criticised since these centrd inditutions evidently only
handle the technical side of the transaction and only examine its legal aspects.

In order to ensure that the locd authorities remain solvent, borrowing is mostly tied to certain criteria
(eg. investments), and proof must be furnished that the loca authority can guarantee that it will
sarvice the loan it israisng. Asin the case of other agpects on which an opinion was given, criticism
was only expressed by the local authorities of countries where the Stuation as far as locd sdif-
government is concerned leaves much to be desired (e.g. Turkey).

Apart from the above-mentioned desiderata (better and more flexible system of loca government
finance, rights of co-determination, etc.) the loca or even the date authoritiesin many countries are
thinking about reforms of a more fundamenta nature. These reforms concern:

- the Sze of locd authorities, areform that should be pursued with due caution;

- the cregtion of an additiona tier between the centra government and locd authorities if one
does not aready exist (regions, provinces, department, counties, cantons, Lander), with the
am of bringing political and economic decisions "cdloser to the citizens' and rendering those
decisions more comprehensible;

— the solving of the problem of centrally located municipdities with functions that transcend
their own boundaries. In many countries this is one of the requirements of a reform because
it is very difficult to solve the problem of getting surrounding areas to share the burdens that
result from the function fulfilled by a centrd locdity and establishing to what extent the
benefits should be taken into account that result from the increase in the demands for private
sarvices of the people living in those areas, since these demands lead to an increase in the
revenue of the locdity;
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- the centraisation that is again on the increase in individud countries in trangtion and is the
subject of complaints by local authorities there. Traditions and ingrained attitudes on the part
of public adminigtrations play just asimportant a role here as mistakes made when changing
the system and impatience with regard to dl steps towards reform;

- the introduction of a standard public revenue office. The French system is especidly
interesting for countries with alarge number of smdl and very smdl locd authorities;

- the privatisation of loca authority services in order to reduce expenditure and increase
efficiency. Privatisation is often viewed as an important step towards solving the problems
facing the locd authority budget because this dlows public undertakings that have until now
often operated at a loss to be sold off or certain services to be provided by existing private
companies, with the price of the service to the consumer remaining the same or even being
reduced if success is achieved in getting others on the market to compete. A precondition
for this is the existence of the relevant legd provisons (eg. for flexibility with regard to
company management or the variability of the product offered). A considerable amount of
experience has been gained in such aress as refuse collection, water supplies, loca public
transport, road-cleaning, etc.;

- the reform of the locad government tax sysem as a whole. In this connection the question
arises as to what isthe optimum form of loca tax and the best system of locd tax collection.
It is important that the autonomy of the local authorities should be strengthened in the course
of carying out such reforms, which means the cregtion of loca taxes that increase the
financid scope of loca authorities by giving them the possibility (if it does not dreedy exist)
of carrying out their functions without being controlled by third parties. In addition, the
political respongbility and legitimacy of loca government functions should be strengthened
by the authority's right to fix the rates of such taxes itself. However, in the various countries
concerned this is not adways the direction in which policies are actudly developing. For
example, locd taxes with a high yidd are sometimes abolished in favour of shared taxes
levied at a fixed rate, which has happened in Germany. As these taxes are often not
digtributed on the bass of the locd yield and the local authorities are not given the right to
charge a supplement such a"reform” goes in the wrong direction.

When reforms of public adminigtration, the dlocation of responghbilities and the financing of loca

government functions do not lead back to centra government but to more loca self-government this
will not only increase efficiency and prosperity but dso strengthen democracy. The countries of

Europe have, after dl, in principle declared their support for carrying out this task.



Resolution on local gover nment finance
adopted by the Confer ence of European
Ministersresponsible for Local Gover nment



89
RESOLUTION ON LOCAL GOVERNMENT FINANCE

The Minigers attending the 11th sesson of the Conference of European Ministers responsible for
Loca Government, meeting in Lisbon on 10 and 11 October 1996;

Having examined the reports presented by the Portuguese Minister for Infrastructure, Planning and
Regiond Management and the Vice-President of the Congress of Loca and Regiona Authorities of
Europe;

Recdling that Article 9 of the European Charter of Locd Sdf-Government opened for signature on
15 October 1985 dates the principles according to which "loca authorities shal be entitled, within
nationd economic poalicy, to adequate financid resources of their own, of which they may dispose
fredy within the framework of their powers', "locad authorities financid resources shdl be
commensurate with the respongbilities provided for by the conditution and the law" and "part a
least of the financid resources of loca authorities shall derive from locd taxes and charges of which,
within the limits of statute, they have the power to determine the rate’;

Recdling recommendations of the Committee of Ministers of the Council of Europe No. R (92) 5,
on borrowing by loca and regiond authorities, and No. R (96) 3, on loca authorities budgetary
deficits and excessve indebtedness,

Consgdering that the current economic and financid condraints a European level necesstate
increased monitoring of the efficiency of financid management at dl levels of governmert;

Congdering that overal tax pressure in a number of member states has reached a level deemed by
taxpayers to be excessive;

Aware that taxpayers increasingly wish to know how their taxes and charges are used, and that
transparent public accounts must be ensured at dl levels of state administration;

Aware that alegd and financia framework needs to be provided in order to regulate the measures
that loca authorities may take to attract economic activitiesto their own aress,

Aware that loca public expenditure, particularly on socid services, environmenta protection and
treetment of waste, are bound to increase unless citizens are made more aware of ther
respongbilities and participate to a greater extent in stabilisng such expenditure;

Conddering thet dl leves of gate adminidration must contribute to reducing the deficit in public
expenditure, as future generations should not have to bear expenditure which exclusvely benefits
present generations,
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Recognisng that support of loca authorities whose sources of funding do not match ther
responsbilitiesis one of the principles of loca democracy;

b)

SUBSCRIBE TO THE FOLLOWING PRINCIPLES:
General principles

increased financid autonomy for loca authorities must go hand in hand with increased
financid responghility and monitoring by dected representatives and with effective
democratic control by loca eectors, moreover, loca authorities must control loca public
spending so that excessive debt does not endanger their autonomy;

agood levd of transparency of loca public expenditure dlows the adminigrative controls on
local authorities acts to be reduced and smplified and thus fosters the principle according to
which adminidrative supervison of the activities of locd authorities should am at ensuring
compliance with the law and condtitutiond principles as sated in Article 8, paragraph 2 of
the European Charter of Loca Sdlf-Government;

it is desirable and even indispensable for a certain sandardisation of the presentation of loca
authorities budgets and accounts,

financid autonomy for loca authorities implies that at least some fisca potentid must exist
within their own ares;

within the limits st up by the law, loca authorities should have full freedom to set charges
and fees for loca public services, so that they can, on the one hand, ensure the qudity of
sarvice expected by local users and, on the other hand, baance the operating budgets of
those services and in order to achieve these ams, local authorities should aso have the
possihility of adjudting the leve of locd exclusve taxes,

however, steps should be taken to prevent gaps between rates or bases for exclusvelocd
taxes from generating excessive differences between loca authorities which could ater
production costs and distort competition; high taxation which is not offset by increased
efficiency in loca public services pendises resdents unduly, whereas excessvely low
taxation may result in unjustified requedts for financid trandfers, give tax payers incentives to
move from one area to another and provoke the relocation of businesses, thereby cresting
imbaances which, in the find andyss, are harmful to locad authorities asawhole;
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Principles concerning current expenditure

as a generd rule, local authorities should baance their annua operating budgets without
resorting to loans, this may be achieved more easly by having a separate account
management for the main loca public services and dso by giving them the objective to
baance their annual operating budgets,

a ubgtantid part of date assstance in funding loca authorities current expenditure should
take the form of block grants, to be used fredy by loca authorities;, earmarked state grants
should be confined to significant capital expenditure and certain current expenditure;

Principles concerning capital expenditure and debt

States should establish a reference framework enabling local authoritiesto avoid crossing the
critica debt threshold;

the period for repayment of loans contracted in order to fund capital investment should not
exceed the period of use of the corresponding facilities, so that the cost of amenities decided
on and used today is not transferred to future generations,

in funding capita investment, locd authorities should refrain from resorting to speculative
financid ingruments, given the risks incurred,

locad authorities shoud be encouraged by appropriate means to join together and to co-
operate with the private and voluntary sectors, by partnerships or other gppropriate means
within the limits of the law, in setting up and running certain loca public services which
necesstate heavy investment, so as to achieve greater cost-effectiveness and more efficient
and baanced financid management;

locd authorities capitd investment should foster sustainable development, in order to
reduce progressvely the weight of "remedial” public spoending in favour of "preventive'
expenditure; States should foster such choices by means of earmarked grants covering part
of the cogtsincurred in such investment;

loca authorities should establish capital investment plans which cover severa years and are
updated annualy; they should dso periodicadly publish their current position with regard to
debt of al kinds;
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IV.  Principles concerning financial equalisation

a the principle of support in regard to financidly weeker local authorities implies a system of
financid equdisation, the conditions, caculation and dlocation methods of which should be
clearly defined according to the law on anon-discretionary bas's,

b) equdisation instruments should be devised in consultation with loca authorities, in order to
mantain a spirit of mutua support without however pendisng the mogt efficient loca
authorities, or dlowing subsdised authorities to have no incentive for greater efficiency;

V. Principle concerning cash-flow management

States which opt for centrdisation of locd authority cashflow management must be
scrupulous in making payments to locd authorities when they fal due, so as not to
jeopardise their solvency or create unwarranted cash-flow difficulties;

RECOMMEND THAT THE COMMITTEE OF MINISTERS OF THE COUNCIL OF EUROPE:

1 bring the present resolution to the attention of governments and invite them to gpply the
principles st forth in it and assst loca authoritiesin their implementation;

2. indruct the CDLR to pursue the work in the field of local finance, bearing in mind the
following dements

i) funding and management of local public socid services by paying atention to a
possible role of locd authorities in the fieds of unemployment and socid exclusion
and other locd public services which are important for citizens qudity of life;

ii) different methods of financid equdisation;

iif) advantages and disadvantages of different schemes whereby municipdities join
forces and co-operate with the private and voluntary sectors;

iv) the effects resulting from the limits on nationd public debt set up a European leve
on the financid autonomy of loca and regiond authorities.

The delegation of Malta, referring to paragraph I.d) above, reminds the Conference that the Government of Malta,
when ratifying the European Charter of Local Self-Government, did not undertake to consider itself bound by
Article9.3.



