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services to democratically-elected local govern-

ments has been a common theme across South-
East Europe. Progress however has been uneven, and there
are few places in the region where local government rev-
enues or expenditures approach EU averages, either as per-
centages of GDP or of total public revenue.

O ver the last 20 years, efforts to decentralize public

While it is always difficult to judge the adequacy of local
government revenues relative to their expenditure needs,
there seems little question that in many places in the re-
gion municipalities are underfunded, and that central gov-
ernments are not giving them a fair share of the overall fis-
cal pie.

Underfunding is particularly obvious in Albania and the
Federation of Bosnia and Herzegovina (BiH) despite the
fact that in both, municipalities have few social sector re-
sponsibilities. Municipalities in Macedonia and Bulgaria
also appear to be significantly under-resourced, though
here the underfunding of basic municipal services is inter-
twined with the underfunding of primary and secondary
education which in both countries has been devolved to
local governments.
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THE REPORT
IN BRIEF:

Romania and Kosovo" are at the other end of the spectrum.
Here, local governments pay for all pre-university school-
ing, as well as for much of primary healthcare. But their
revenues are closer to the average for the EU, both in re-
lationship to total public revenue and the GDP. On paper,
the situation is similar in Moldova, but central and regional
control over municipal budgets makes the indicators mis-
leading.

Elsewhere in the region, the degree to which local govern-
ments are underfunded is less obvious. Equally importantly,
we do not have the data that would allow us to assess how
much local is concentrated in a few wealthy jurisdictions,
and in capital cities in particular. Without this data, it is im-
possible to make reasonable judgements about the hori-
zontal equity of the region’s intergovernmental finance
systems, and about how much radical disparities in budget
income among local governments is being masked by ap-
parently healthy macro-economic indicators or intensified
by poor ones.

“This designation is without prejudice to positions on status, and is in
line with UNSC 1244 and the ICJ Opinion on the Kosovo declaration of
independence.”
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It is however clear that in many places economic activity
and political power is concentrated in capital cities which
contain disproportionate shares of the population. The
concentration of wealth and power in large capital cities
thus makes it likely that in many places important issues of
redistribution are not being adequately addressed.

Surprisingly, decentralization has gone furthest in places
where higher level governments have trouble collecting
taxes and the overall public sector is relatively small. The
correlation between small public sectors and the decen-
tralization social sector functions to local governments
—particularly primary and secondary education— suggests
that in some places national governments have sought to
relieve themselves of the burden of administering services
they feel they can't afford to adequately finance them-
selves.

The global downturn of 2008-2009, hit much of the region
very hard. Central governments often responded to the fis-
cal pressures of the crisis by making ad hoc adjustments in
transfer systems that compounded the negative effects of
the recession on municipal budgets. In some places, how-
ever, the fall in global economic activity had relatively little
impact on the domestic economies of the region or this im-
pact was delayed.

With a few exceptions, economic growth since 2009 has
been slow, though in most places local finances improved
in 2010 and 2011. Significant growth however, has yet to
return to the municipalities of Slovenia, Croatia, Serbia, and
the Republic of Srpska. It is also worth noting that at least
in Montenegro and Slovenia some local governments tried
to borrow their way out of the crisis and are now having dif-
ficulty paying off debt. In a number of places, local govern-
ments also seem to be burdened by significant payment
arrears, though data on this problem is scarce.

With the notable exception of Montenegro, municipali-
ties in South-East Europe derive only about 35% of their
revenue from sources over which they have some control.
The rest comes from some combination of Unconditional
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Grants, Conditional Grants, and Shared Taxes, particularly
shared personal income tax. This level of dependency on
central government transfers is, however not unusual. In-
deed, itis in line with the average for OECD member-states.
Moreover, “transfer dependency” in the region increases
as social sector functions are devolved to municipalities, a
trend that is also in line with experiences elsewhere.

The reason for this is simple, but often overlooked: Local
governments become more dependent on transfers as so-
cial sector functions are devolved to them because there
are not enough robust tax bases that can be reasonably
assigned to them. It is important to appreciate this “decen-
tralization paradox” because too often advocates of de-
centralization measure its success by the degree to which
local governments “finance themselves.”

The paradox also has important policy implications: In-
stead, of trying to make local governments “fiscally au-
tonomous”, reforms should focus on developing the tools,
habits, and institutions that allow national and local offi-
cials to constructively adjust their mutual dependence to
changing circumstances. Needless to say, the quality of the
institutions habits and tools necessary for constructive in-
tergovernmental dialogue varies substantially across the
region, but in general remains weak and need of support.

In much of South-East Europe, municipalities derive sig-
nificant amounts of own-revenue from quasi-fiscal instru-
ments imposed on real-estate transactions, new invest-
ment, and business operations. Central governments in a
number of places have started to constrain these practices
in order to improve the “business enabling environment”.
As legitimate as these efforts may be, they are compound-
ing the financial problems of local governments in a num-
ber of places and should be accompanied by efforts to re-
place the lost revenue.

With the exception of Croatia and the Federation of Bos-
nia Herzegovina, the Property Tax has been decentralized
throughout the region. In most places, municipalities have
substantially improved the yield of the tax. Nonetheless,




and with the exception of Montenegro, it still generates
revenue equal to well under 1% of GDP, which is the av-
erage for the EU. It is thus unrealistic to expect the Prop-
erty Tax to yield anything like the revenue it does in North
America (2-3% of GDP). And while achieving EU norms is
certainly desirable, it alone will neither solve the region’s
problem with underfunding nor radically increase the “fis-
cal autonomy” of the region’s municipalities.

Instead, efforts to enhance the revenue raising capacities
of local governments in many places should focus on trans-
forming the Personal Income Tax from a Shared Tax into a
tax over which local governments have some rate-setting
powers. This can be done by giving them the right to im-
pose a surcharge on the rate set by the central government,
as is already practiced in Montenegro and Croatia. Or “PIT
space” can be divided between the national government
and local governments, as is currently being considered in
Bulgaria.

In most of the region, local governments are spending
higher shares of expenditure on investment than their
counterparts in the EU, despite receiving significantly lower
shares of total public revenue. This suggests that munici-
palities in South-East Europe are working hard to make-up
for the infrastructure deficits they inherited from the past.
Since 2009, however, investment rates have fallen signifi-
cantly in most of the region, and in a number of places are
holding their own only because of the influx of EU struc-
tural funds.

Scarce investment funds also tend to be spent on pay-
as-you-build road projects and not on pay-as-you-use
environmental facilities. This is because planning roads is
simpler; construction can be delayed if money runs out;
tangible benefits can be delivered within a single election
cycle; and because in much of the region municipal bor-
rowing remains a marginal phenomenon.

In Albania, Croatia, Serbia and Slovenia, the consolidated
debt of the General Government now exceeds the limits
set by the Maastricht Treaty. Here, Ministries of Finance are
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likely to restrict the access of local governments to credit
in order to reduce the consolidated public debt and/or to
preserve borrowing space for their central governments. In
these countries, efforts should be made to reserve some
debt space for municipalities.

More generally, however, the adequacy and predictability
of local government revenues will have to be improved
if municipalities are to have the resources against which
to prudently incur debt. Part of the answer here is to in-
crease the own-revenue raising powers of municipalities by
strengthening property taxation and/or by introducing lo-
cal PIT surcharges. And part of the answer lies in enhancing
and stabilizing transfer systems, efforts that almost every-
where pay particular attention to questions of horizontal
equity. Finally, and perhaps most importantly, national and
local government officials need to recognize that decen-
tralization actually intensifies the need for continuous, in-
formed and substantive intergovernmental dialogue, and
that like it or not, the fate of national and local govern-
ments are linked together at the hip.

In most of South East Europe there is a Law on Gender
Equality in place and in almost all cases the provisions
include requirement for integrate gender in planning and
budgeting processes. This suggests a high political com-
mitment among decision-makers which not only opens an
important venue for integrating gender perspectives into
decentralization processes, but also places an obligation
on local governments for integrating a gender perspective
into all areas of decentralized competence.

Gender responsive budgeting tools are currently applied
only in Kosovo, Republika Srpska (BiH) and Turkey. The ex-
tent of application or possible form of institutionalization
at central/local level in South East Europe require further
and more in-depth research.
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INTRODUCTION

ization Task Force of the Network of Associations of Lo-

cal Authorities of South-East Europe (NALAS). It is the
fifth edition of an ongoing effort to provide policy-makers
and analysts with reliable comparative data on municipal
finances and intergovernmental fiscal relations in South-
East Europe-.

This report has been prepared by the Fiscal Decentral-

The first edition was published in March 2011 and covered
the years 2006-2010. This edition covers the period 2006-
2014. As before, the report tries to both capture regional
trends, and major developments in particular countries/
entities. This year, the report also includes short descrip-
tions of property tax systems in the region, partly based on
the findings of the NALAS Second Summer School of Lo-
cal Governments and Intergovernmental Fiscal Relations
which held in Ohrid, in August 2015 and focused on prop-
erty taxation in SEE. A novelty in this edition is chapter on
gender mainstreaming in fiscal decentralization.

The report has been used by member associations to argue for policy
changes at home. It has also provided input for the design of the mon-
itoring system of the regional strategy South East Europe. See 2020.
http://rcc.int/pages/62/south-east-europe-2020-strategy

The report is divided into five sections. The first reviews the
data used in the report and discusses some basic meth-
odological issues. The second begins with a presentation
of the structure and functions of municipal governments
in the region. The third section examines selected indica-
tors of macro-economic performance and fiscal decentral-
ization. The fourth section introduces an overview of the
gender mainstreaming in fiscal decentralization. The fifth
section focuses on the evolution of intergovernmental fi-
nances in each NALAS" member country or entity and de-
scribes their property tax systems.
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members and comes from their respective Ministries of

Finance, Central Banks and Statistical Agencies. The data
was checked for consistency and compared, where possible,
with similar data from EuroStat —the statistical agency of the
European Union— and other sources.

The data used in the report has been provided by NALAS

Comparing intergovernmental finance systems, however is
never straight forward because of differences in how sub-
sovereign governments are organized, what they do, and how
they get (or don't get) the money to pay for what they do. In
the following, we discuss how the report addresses some of
the methodological issues involved in making reasonable
comparisons with imperfect data.

Levels of Government: The report’s primary object of analy-
sis are first-tier local governments, meaning democratically-
elected municipal or communal authorities. They constitute
the most important level of sub-sovereign government in the
region and in the report are collectively referred to as munici-
palities. Democratically-elected regional governments how-
ever are important in the Federation of Bosnia Hercegovina,
Moldova, Turkey and Romania. In the report, the revenue and
expenditure of regional governments is included in the data
presented for local governments in Romania and Moldova,
but is excluded for the Federation of Bosnia Hercegovina and
Turkey.
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What Municipal Governments Do: Throughout South-East
Europe, municipalities and communes bear primary responsi-
bility for maintaining and improving local publicinfrastructure.
This includes local roads, bridges, and parks, as well as water
supply and sewage treatment, garbage collection and dispos-
al, public lighting, local public transport, and district heating.

In a number of countries/entities, however, local governments

are responsible for delivering important social sector services,
particularly in education, but also in some places, healthcare.
The degree to which local governments are responsible for so-
cial sector services has a profound effect on their “fiscal weight”
everywhere. It is thus important when reading the report to

remember what social sector services local governments are

providing in different places. We discuss these issues in great-
er detail in the next section. But in many of the report’s Charts

and Tables, places in which local governments are responsible

for paying teachers’ wages —the single weightiest function de-
volved to them—are indicated with an asterisk (*).

Population: In general, the population numbers used in
the report are from the most recently conducted censuses.
In Albania, Bosnia and Herzegovina, Kosovo and Macedonia
however, the results of recently conducted censuses have
been abandoned or remain unofficial for political reasons.
In these places, we have used either older census data or the
data which the Ministry of Finance is using calculate grants
and transfers. Since there has been a profound demographic
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decline in most of the region, the use of older census figures
significantly inflates the actual number of citizens residing in
a given country or entity.

GDP: We have used the GDP figures calculated by the respec-
tive Ministries of Finance of each country or entity according
to the production method. Where we converted GDP into EUR
figures for comparative purposes we have used the average
annual exchange rates provided by the relevant Central Banks.

Consolidated Public Revenue of the General Government:
To compare the relative importance of local governments
across settings we have generally used revenues— and not
expenditures—as a share of the consolidated finances of the
General Government. This is because data on revenues data
tends to be more consistent than data on expenditures at the
subnational level. By General Government Revenue we mean
the total revenues of the national government and its agen-
cies, including the revenues of off-budget (social security)
funds and those of subnational governments. For local gov-
ernments we have excluded proceeds from borrowing, but in-
cluded income from asset sales and carry-overs from previous
years.

General Grants: In most of South-East Europe, local gov-
ernments receive freely disposable (unconditional) General
Grants from their central governments. In some places, the
size of the relevant grant pools are defined by law as percent-
ages of national taxes. Because these funds are allocated
by formula we consider them Grants, despite the fact that in
some places they are popularly referred to as shared taxes.
Unless otherwise indicated, we use the term Shared Taxes
only for national taxes that are shared with local governments
on an origin basis.

Conditional and Block Grants: Throughout South-East Eu-
rope, local governments receive grants from higher level gov-
ernments which they can only be use for particular purposes.
We refer to grants that must be spent on specific projects or
programs as Conditional Grants. Grants that are designed to
help local governments fund a particular function (such as
primary education), but which they are free to spend across
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that function as they see fit, we refer to as Block Grants. In
many places however, the “block” function of Block Grants
is limited due to other centrally imposed constraints on local
spending. In the extreme, some “Block Grants” (particularly for
primary and secondary education) make local governments
little more than the payroll agents of the national government.

Shared Taxes: In most of the region, local governments are
entitled to shares of national taxes generated in their jurisdic-
tions (origin-based tax sharing). The most important shared
tax is usually the Personal Income Tax (PIT), which is also
usually accounted for officially as a Shared Tax. The Property
Transfer Tax is also often shared (100%) with local govern-
ments but is usually misclassified as an own-revenue. In a few
places, the recurrent property tax is shared between levels of
government and in Romania a small fraction of the Corporate
Income Tax is shared with regional governments.

Own-Source Revenues: As in much of the world, data on
local own-revenue is often poorly maintained and classified.
Own-revenues include locally imposed taxes; income from
the sale or rental of municipal assets; fines, penalties, and
interest; local user fees and charges; and fees for permits, li-
censes, and the issuance of official documents. Typically, the
most important local tax is the Property Tax, though it is often
not the single-largest source of own-revenue. Importantly,
Montenegrin and Croatian municipalities can impose local
surcharges on personal income tax, powers that are being
considered in other countries/entities. In many places, the
regulation of local fees and charges is weak, allowing local
governments to use them as quasi-taxes. Particularly impor-
tant in this respect are three fees inherited from the (Yugosla-
vian) past: the Land Development Fee, the Land Use Fee, and
the Business Registration Fee (or Sign Tax). In most of the re-
gion however, the Land Development and Business Registra-
tion fees are being phased-out in the name of improving the
local “business enabling environment”, while the Land Use
Fee is being eliminated or constrained with the introduction
or expansion of the Property Tax".

These fees go under different names in different inheritor states of the
former Yugoslavia.




Number and types of sub-sovereign
governments

presents the numbers and types of sub-sovereign

| governments in NALAS- member countries or entities.

Bosnia and Herzegovina (BiH) is the most complicated
and has four-plus levels of government: 1) The state of BiH 2)
Two entities: Republic of Srpska (RS of BIH) and the Federation
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of Bosnia-Herzegovina (FBiH of BiH) —plus the Brcko District;
3) Cantons in FBiH (BiH); and 4) municipalities in both entities,
80 in FBiH and 63 in RS. In FBiH, the entity level government is
small and the cantons receive the lion’s share of public rev-
enues and provide lion’s share of public services, at the cost
of both the entity government and local governments. The
financial data used in the report for local governments in FBiH
does not include the revenues or expenditures of Cantons.

Numbers and Types of Sub-Sovereign Governments

NALAS Member Sovereign Government Types of Sub-Sovereign Government Municipalities

Albania AAM/AAC Counties; Municipalities/Communes 373

Bosnia Herzegovina 3 Entities; Cantons; Municipalities 143

FBiH SOGFBIH 2 Cantons; Municipalities 80

RS ALVRS 1 Municipalities 63

Bulgaria NAMRB 1 Municipalities/Communes 264

Croatia UORH 2 Counties; Municipalities/Communes 556

Kosovo AKM 1 Municipalities 38

Macedonia ZELS 1 Municipalities 81

Autonomous Province; Raions/Regions;

Moldova e . Municipalities/Communes /Ree 508

Montenegro UMMo 1 Municipalities 23

Romania ;ﬁt‘;’ 2 Counties; Municipalities/Communes 3,181

Serbia STCM 2 Autonomous Provinces; Municipalities 145

Slovenia SOG 1 Municipalities 212
Special Provincial Administrations; Metropolitan

Turkey MMU 4 Municipalities; District Municipalities ; Village 1,395

Administrations

In 2015, Albania consolidated 373 municipalities and communes into 61 municipalities and the RS (of BiH) added a 64th municipality.
The financial data refers to 21 municipalities
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Albania and Croatia both have democratically elected
county level governments. In Albania, the garks play a very
limited role while in Croatia zupanije are more important,
though both are small compared to the municipal sector.
The situation in Moldova is more ambiguous. Moldova
has three levels of sub-sovereign government: 1) The au-
tonomous province of Gaugazia 2) raions or regions, and 3)
communes and municipalities. Raion heads are indirectly
elected by raion councils but operate under strong cen-
tral influence. They also exercise significant control over
the budgets of municipalities and communes. This blurs
the distinction between 1st and 2nd-tier governments in
Moldova, as well as the distinction between local govern-
ments and the territorial arms of the national government.
Because education and other social sector functions are
still at the raion level, Moldova appears to be a highly de-
centralized small state but in fact remains quite centralized.

Romania has two levels of sub-sovereign government,
communes and municipalities on the one hand and coun-
ties or judets on the other. Judets play a more important
than their counterparts in Albania or Croatia, particularly
because of their role in healthcare. Nonetheless, com-
munes and municipalities are the fiscally weightier level of
government.

In the report, the local revenue and expenditure
data for Albania, Croatia, Romania, and

Moldova includes both communes and
municipalities, and 2nd-tier local governments
at the county or regional level.
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Serbia has two levels of sub-sovereign government: 1)
provincial and 2) municipal. The financial data in the re-
port is only for municipalities. Turkey has four levels of
sub-sovereign government: 1) Special Provincial Admin-
istrations (SPAs) 2) Metropolitan Municipalities 3) District
municipalities and 4) Village Administrations. Both types
of municipalities are considered 1st tier local governments,
but they have different functions. Recently, the boundar-
ies of many Metropolitan Municipalities were expanded to
near provincial proportions, with the larger towns within
the expanded jurisdiction becoming District Municipalities
(with diminished authority). The 51 democratically-elected
SPAs function alongside the territorial arms of the national
government at the regional level and deliver a few public
services (e.g. water) primarily in rural areas. The data in the
report includes the revenue and expenditures of SPAs.




The Average Population of Municipal
Governments

The average population of municipal governments differs
significantly across South-East Europe. As can be seen from

, Moldova has the smallest municipal governments,
averaging less than 4,000 inhabitants. Municipalities in
Romania, Croatia, Albania and Slovenia are also relatively
small, averaging less than 10,000 inhabitants®. Nonethe-
less, the average size of municipalities in the region is sig-
nificantly larger than the average for the EU.
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Thus, while jurisdictional fragmentation in some parts of
South-East Europe may present obstacles to decentraliza-
tion (the high administrative costs, weak tax bases, and hu-
man capital shortages associated with small local govern-
ments) it is hard to argue that size alone accounts for the
limited progress the region as a whole has made towards
EU-levels of fiscal decentralization. Indeed, the average size
of municipalities in many parts of the region is quite high.

Chart 1 Average Population of 1st Tier Local Governments
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In 2015, Albania reduced the number of its local governments from
373 to 61, increasing the average population of municipalities to over
45,000. Bulgaria also added a municipality in 2015. The averages in
Chart 1 are for the status quo in 2014.
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A more plausible causal force working against decentral-
ization is the relatively high percentage of the total popu-
lation living in capital cities. As can be seen from ,
in most NALAS-member countries/entities much higher
shares of the population reside in capital cities than is the
norm for the EU.

The oversized importance of capital cities in the region
skews economic activity towards a single metropolitan
area. This creates technical and political obstacles to de-
centralization. Technically, it is difficult to assign local gov-
ernments robust own-revenues or to create efficient equal-
ization mechanisms when a disproportionate share of the
tax base “originates” in a single city. And politically, the
struggle of ruling parties to control both the national gov-
ernment and the capital city often complicates efforts to
redistribute public revenues to poorer local governments.

Chart 2

The Dynamics of the Gross Domestic Product

presents GDP per capita for all NALAS countries and
entities in 2006 and 2014, as well as their cumulative growth
rates for the period. There is considerable variation across the
group in both relative wealth and GDP growth. Moldova has
the lowest per capita income in both 2006 and 2014, and is
almost eleven times poorer than Slovenia, itself a 30% poorer
than the EU average. Nonetheless, Moldova grew the fastest
over the period while Slovenia and Croatia —the wealthiest of
the group—have grown slowest.

Some of the variation in economic performance can be ex-
plained by the different ways the countries and entities of the
region experienced the economic crisis of 2008-2009. As can
be seen from ,Slovenia and Croatia were hit hardest by

the crisis and have taken the longest to recover. Indeed, Croa-
tia and Serbia have yet to return to growth.
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The crisis hit Moldova, Romania, Montenegro, Turkey and
Bulgaria all pretty hard. But Moldova and Turkey rebound-
ed swiftly while the recovery in Montenegro, Romania and
Bulgaria has been slower. Interestingly, growth was slow

Network of Associations of Local Authorities of South-East Europe [ | [l

but essentially positive for the entire period in Macedonia,
Albania and Kosovo, suggesting their limited integration
with the world economy and shocks.

Chart 3 GDP Per Capita in 2006 & 2014 and GDP Growth 2006-14*
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portance of local governments in a country’'s gover-
nance structure are local revenues and expenditures
as shares of total public revenues and expenditures, and
as a percentage of GDP. Their significance, however, de-
pends on both the functions that local governments are re-
sponsible for, and the overall size of a country’s public sector.

The most straight-forward indicators of the relative im-

If the total public sector is small, it is unlikely that local gov-
ernment revenues or expenditures will represent a large
share of GDP. They may, however, represent a substantial
share of total public revenues or expenditures. This would
suggest that all levels of government have trouble collect-
ing taxes, but that local governments are considered impor-
tant and that the national government is trying to provide
them with adequate financing. If, however, the public sector
is large, and local government revenues and expenditures
are small, both as share of GDP and total public revenues
and expenditures, then this suggests that local governments
have not been assigned significant responsibilities and/or
the national government is underfunding them.

To make reasonable judgements about the
role of local governments in a given polity it is
important to know what functions they have

been assigned, and in particular whether they
pay the wages of teachers, doctors or other
social sector employees.
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This is because the wage costs associated with education,
health and to a lesser extent, social welfare services are so
big that they inevitably change the nature and intergovern-
mental relations. For example, most OECD countries spend
12 to 20% of all public revenue or 3 to 6% of GDP on pre-
tertiary education, of which between 60 and 80% goes to
wages’. As a result, assigning important social sector func-
tions to local governments fundamentally alters the nature
of intergovernmental fiscal relations.

In short, if the full costs of running schools or hospitals are
devolved to local governments, then they must be given
large grants by the national government because there is
no way that these services can be financed for locally raised
revenues. Equally important, they cannot reasonably be fi-
nanced by shared taxes. This is because bases of the robust
tax that might be generate the needed revenue -Personal
and Corporate Income Tax—are highly skewed towards a
limited number of jurisdictions, but the services that need
to be financed are everywhere. Worse, the costs of provid-
ing many of those services actually go up in the poorest
places —think small schools in rural setting.

summarizes the social sector functions assigned to lo-
cal governments in the region. As can be seen from the Table
in Kosovo, Romania, Macedonia, Bulgaria and Moldova, and
Romania local governments pay the full costs or pre-tertiary
education. In Kosovo, local governments also maintain pri-

See Education at Glance, OECD Paris 2013, pp 193, 218, 240-48.




mary health care clinics and pay the wages of some doctors
and nurses. Similarly in Romania, local governments pay for
most of the costs of primary and secondary health care. By
all rights, local governments in these countries should have
higher revenues and expenditures as shares of both GDP, and
of total public revenues and expenditures. Local governments
should also be receiving very large shares of their revenue
from Conditional Transfers because without them they cannot
pay for the schools, hospitals, and other social sector institu-
tions that they have been tasked with managing.

2 Local Government Social Sector Functions*
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Conversely, local governments in Albania, FBiH (of BiH),
Montenegro, and Turkey do not pay the wages of any social
sector employees. Indeed, local governments in Montene-
gro and Turkey have no responsibilities in either education
or health, not even maintaining facilities. Here, local gov-
ernment revenues as shares of both GDP and of total public
revenues should be lower, as should the share of condi-
tional transfers in their budgets.

Primary Schools Secondary Schools Primary Health Secondary Health

Buildings Wages Buildings Wages Buildings Wages Buildings Wages Buildings Wages
Kosovo XX XX XX XX XX XX XX XX
Romania XX XX XX XX XX XX XX XX XX XX
Macedonia XX XX XX XX XX XX
Bulgaria XX XX XX XX XX XX
Moldova XX XX XX XX XX XX
Serbia XX XX XX XX XX
Slovenia XX XX XX XX
Croatia XX XX XX XX
Albania XX XX XX XX
FBIH (BIH) XX XX
RS (BIH) XX XX XX
Montenegro
Turkey

“In some places some social sector functions are provided by 2nd tier local governments but they are included here for those members of the group for which our financial data covers both levels.
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Local Governments Revenues
in South-East Europe

Chart 5 shows the revenues of the General Government -
total public revenues— for each NALAS-member country or
entity, as well as the average for the EU and the region (SEE)
as percentage of GDP. Local revenue is distinguished from
other General Government revenue to indicate the relative
size of the local sector in the total public sector.

As can be seen from , local government revenue
in Albania is lowest as a share of GDP. But it also has the
smallest General Government. The EU28 is at the other end
of the spectrum, with both General and Local Government
revenue highest as shares of GDP. Everyone else is in the
middle. So on average, the countries of the EU have both
larger public sectors and have decentralized more revenue
to local governments than their counterparts in South-East
Europe.

Chart 5
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But within the region there is also a lot of variation. Albania,
Kosovo, Macedonia, Romania and Bulgaria all have pub-
lic sectors that generate less than 30% of GDP in revenue.
This suggests they all have problems with tax collection.
Meanwhile, Montenegro, Serbia, BiH, Croatia and Slovenia
have public sectors that approach 40% of GDP, suggesting a
greater capacity to tax. There is also fair amount of variation
in the relative size of the local government sector, a variation
which is more important for our purposes here.

suggests what this variation means with respect to fis-
cal decentralization in the region. It plots local government
revenue as a share of GDP against local public revenue as
share of total public revenue. As we can see from the Chart,
the NALAS members whose local government sectors most
closely resemble those of the EU28 as both percentages of
GDP and total public revenue are Moldova (MD), Romania
(RO), and Kosovo (RKS). They are followed by Bulgaria (BG),
Macedonia (MKD), Croatia (HR), with the rest of the pack fur-
ther away from the average for the EU.

General and Local Government Revenue as a Percentage of GDP in 2014

34%

B%  ge 6% 6% 3% K% P

All other GG Revenues
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At one level this makes sense: As is often the case in the EU,
local governments in Kosovo, Romania, Moldova, Macedo-
nia, and Bulgaria are all responsible for pre-tertiary educa-
tion. It is thus not surprising that their local governments
represent larger shares of the total public sector than those
of their counterparts elsewhere in the SEE, or that their local
governments require larger shares of their respective GDPs
to finance these social sector responsibilities.

Chart6
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At the same time however, it is a little curious that four out
of the five most decentralized countries or entities in the
SEE are also four of the five whose public sector revenues
are equal to less than 35% of the GDP. Moreover, the fifth is
Moldova, whose public sector is also small and equal to well
under 40% of GDP.

Local Revenues as a share of Total Public Revenues & GDP (2014)
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In other words, within the SEE there seems to be a corre-  As can be seen from the Chart, all countries or entities that
lation between the extent of decentralization and coun- have devolved responsibility for paying the wages of pri-
tries with smaller public sectors, a correlation that prob- mary and secondary school teachers to local governments
ably does not hold up within the EU itself. below areinthe quadrantin which the total size of the public sec-
illustrates this correlation by plotting the overall size of the  tor is less than 40% of GDP. Albania and Turkey also have
public sector in the SEE against a scale of decentralization ~ public sectors less than 40% of the GDP. But they have
based not on financial data but on the degree to which so-  devolved no social sector wage responsibilities to local
cial sector functions have been devolved to local govern-  governments. Hence they fall in the quadrant for countries
ments (based on Table 2 above). with small public sectors and where decentralization is lim-
ited to the provision of basic urban services.

Public Sector Size and the Extent of Decentralization as Measured by the Devolution of Social
Chart7 S
Sector Functions
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With the exception of Switzerland, many of the most decentralized of the physical facilities of each type social sector institution that local governments pay for,
countries in Europe —particularly the Nordic ones— have public sec- and 2 points for the wages of each type of social sector function that local governments pay for.

tors significantly larger than the EU average.
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Meanwhile, all other members of the group fall in the
quadrant with public sectors’ larger than 40% of GDP, but
in which the devolution of social sector functions to local
governments remains. Finally, and perhaps, most impor-
tantly, no member of the group is in the quadrant reserved
for both high levels of decentralization and larger public
sectors, the quadrant where most of the EU’s decentralized
unitary states would be found.

What is driving this apparent correlation between “small
states” and high levels of decentralization is not clear.
But to the degree that the correlation is real, it is worth
pointing out that its seems to be the size and not relative
wealth that is the more important factor: While Moldova
and Kosovo are certainly among the poorest of the group
when measured by GDP per capita (Chart 3), Macedonia is
in the middle of the spectrum, and Bulgaria and Romania
are at the higher end.

One way to interpret this finding is that in the region coun-
tries that collect less taxes (and hence have smaller public
sectors) are more inclined to decentralize social sector func-
tions. This of course begs the question whether small public
sectors are caused by the inability of central governments
to collect taxes (weak state capacity) or their unwillingness
to do so (policy preferences). But either way it seems hard
to reject the idea that at least some of the decentralization
in the region is being fueled by national governments off-
loading social sector functions on local governments be-
cause they understand that they don't have the revenues to
fund these service at adequate levels.

Suggesting, that this sort of off-loading is going on, howev-
er, is very different from making judgements about whether
it is a “good” or “bad” thing: It is entirely possible that in
some resource constrained contexts —and within limits—
local governments do a better job delivering social sector
services than central ones. And it is even more possible that
in less resource constrained environments local govern-
ments could do a better job delivering public services than
central governments are actually doing.
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But let us return to the five highly decentralized countries
in our group as measured by the fact that they have fully
devolved very costly education functions to local govern-
ments (Table 2). As can be seen in Chart 6, the local share
of total public revenues in Kosovo, Romania and Moldova
is line with EU norms in 2014, despite the fact that their
public sectors are comparatively very small (Chart 5). This
suggests that despite their small public sectors, central
governments here are treating their local governments
reasonably fairly —call it “well-balanced dumping”.

But the situation in Macedonia and Bulgaria is a little dif-
ferent. Here, local governments receive a substantially
smaller share of total public revenues in comparison to
both their highly decentralized counterparts in the SEE
and the EU. As such, the central governments of Bulgaria
and Macedonia seem to be underfunding local govern-
ments in general and their social sector functions in par-
ticular relative to the size of their public sectors. Indeed,
they seem to be cases of what might called “unbalanced
off-loading.”

Unfortunately, however, “unbalanced off-loading” need
not be limited to places where local governments have
been assigned significant social sector functions. It can
also be a feature of places where local governments re-
main responsible for “only” basic urban services. Here,
Albania, with the smallest local government sector in
terms of both GDP and total public revenues (2.8 & 9.4%
respectively) stands out, followed closely by FBiH (of BiH)
(4.0&9.7%)

The situation is less clear in Turkey, Slovenia, RS (of BiH),
Serbia, Montenegro and Croatia. Local governments here
all control revenues equal to between 5.3 and 7.0% of
GDP and between 14 and 18% of public revenues. This is
very low in comparison to the EU average. But in Turkey

It should be noted that in Moldova, Romania, and Macedonia local
governments have very little control over the wage components of
their education subventions and in many ways have just assumed the
payroll function of the national government for these services.
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and Montenegro local governments do not pay the wag-
es of any social sector workers whereas in Croatia, RS (of
BiH), Serbia, and Slovenia they pay the wages of preschool
teachers, a significant expense, at least in urban jurisdic-
tions with high enrollment rates.

Finally, it is important to recognize that our specula-
tions about “balanced and unbalanced” off-loading are
complicated by the fact that we do not have data about
the allocation of revenues across local governments.
This is important because in some places local revenues
are skewed toward large municipalities in general and
capital cities in particular. As a result, the relatively
comforting macro-picture suggested by high local rev-
enue in comparison to total public revenue may be mis-
leading at the micro-level because of the overfunding
of the few against the interests of the many.

Chart 8

14.0%

shows local government revenue as percentage of
a GDP in 2006, 2009 and 2014 for all NALAS. With the no-
table exceptions of Turkey, Macedonia, and Kosovo, local
government revenues across the region have stagnated or
declined since 2006. But while local revenues increased in
Turkey without the devolution of new responsibilities, in
both Kosovo and Macedonia they have risen significantly
because over the period local governments became re-
sponsible for paying the wages of social sector workers.

They have fallen most in Montenegro, RS (of BiH), Serbia
and Moldova. In Montenegro, a real-estate boom pushed-
up local revenues before 2006. But their fall has been made
harder by national government restrictions on municipalities’
right to tax businesses (in the name of improving economic
“enabling environment”). Similar things could be said about RS
(of BiH), Croatia, and Serbia where national governments also
made some cuts in grants in response to the Great Recession.
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shows the per capita revenues of the consolidated
public sector and of local governments in EUR in 2014. The
Chart is a useful reminder of how little revenue the govern-
ments of most of South-East Europe have to work with. It
also shows how much variation there is across the region in
the “relative weights” of the local public sector. It is partic-
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ularly striking that local governments in Moldova, Kosovo,
and Macedonia pay for teachers’ wages on per capita rev-
enues of less than 250 EUR, while Croatian and Slovenian
municipalities bear little of these costs and have per capita
revenues 3 to 4 times higher.

Chart9 Consolidated Public and Local Government Revenue (EUR Per Capita-2014)
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The Local Fiscal Autonomy and the Basic
Composition of Local Revenues

Our data on the composition of local public revenue is
problematic because different places account for dif-
ferent revenues in different ways, and because in some
places accounting classifications have changed over time.
The classification of shared taxes is particularly problem-
atic. In most places, only shared PIT is considered a Shared
Tax, with shared Vehicle Registration and Property Transfer
Taxes misclassified as Own-Revenues. Because these are
important sources of revenue in many places, this misclas-
sification significantly overstates the fiscal autonomy of lo-
cal governments.

In Turkey, some shared PIT revenues are accounted for as
Unconditional Transfers while in Slovenia some Uncon-
ditional Transfers are accounted for as shared PIT. Mean-

Chart 10

SEE 2006

Composition of Local Revenue in 2006 Chart 11

M Own Revenues

 Shared Taxes
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M Local Borrowing

while in Croatia, some of what is accounted for as shared
PIT should be recorded as an own-source revenue because
it comes from locally imposed surcharges on personal in-
come and not just from the centrally set shares. Finally, in
most places we cannot separate Conditional Grants for
specific investments or programs from Block Grants for so-
cial sector functions. Despite these shortcomings, however,
the data is still informative.

show the change in the basic composition
of local revenue between 2006 and 2014 as an average for
all NALAS members. The share of Unconditional Grants as
a percentage of total revenue has remained stable over the
period. But Own-Revenues and Shared Taxes have declined,
while Conditional Transfers have increased as from 16 to
26% of the total. Local borrowing has also increased, but
remains extremely low.

Composition of Local Revenue in 2014
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present the same information for individ-
ual members of the group ordered by local governments’
share in total public revenues. They help explain what is
driving this increase in Conditional Grants.

Reading from left of Chart 13 (for 2014), we find Kosovo,
Romania, Moldova, Macedonia and Bulgaria. They are al-

Chart 12 Composition of Local Government
Revenue 2006
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ready familiar to us as the five places that have devolved
the most significant social sector functions to local govern-
ments. And not surprisingly, they are the five places where
local government revenues are now highest as a share of
total public revenues. We can also see that the revenues
of all five are dominated by Conditional Grants, with much
less coming from shared taxes and own-sources.

Chart 13 Composition of Local Government
Revenue2014
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This is very different than situation in 2006. Kosovo and
Macedonia have moved from the far right of the chart to
the far left: In fact, between 2006 and 2014 they jour-
neyed from being the least decentralized countries or
entities in the region to being the most. And this jour-
ney transformed the structure of their revenues, which
no longer come mainly from own-revenues and shared
taxes but from conditional and unconditional transfers.

Moldova and Bulgaria are also interesting in this respect.
In neither country, were major new functions devolved to
local governments between 2006 and 2014. Nonetheless,
in both, Conditional Grants have increased at the expense
of shared taxes. This is because early in their decentraliza-
tion efforts both Bulgaria and Moldova devolved school-
ing to local governments, but tried to finance it through
PIT sharing.

This proved disastrous for rural areas that had weak tax
basesand hence low PIT revenues, but high education costs
because of lots of small schools with small classes. Indeed,
in both Bulgaria and Moldova these imbalances distorted
their intergovernmental finance systems for many years. In
2008, Bulgaria completed a process of replacing PIT sharing
with sectoral block grant that unlike PIT shares can be al-
located according to objective measure of need, a process
which Moldova began in 2014.

This in shift towards Conditional Grants in Bulgaria, Mol-
dova, Kosovo, and Macedonia explains the change in the
composition of local revenues that we saw for the region
aswhole in Charts 10 & 11. It also nicely illustrates a well
know paradoxinintergovernmental finance: As countries
devolve social sector functions to local governments, lo-
cal governments typically become more financially de
pendent on their national governments than before .

Or put more bluntly, decentralization often leads to a
reduction in the “fiscal autonomy” of local governments.

See Blochlinger and King, “Less than you thought: The Fiscal Autono-
my of Sub-Central Governments” OECD, 2006

Network of Associations of Local Authorities of South-East Europe

This paradox is important to appreciate because too of-
ten advocates of decentralization see the principle mea-
sure of success in terms of how much local governments
finance themselves. This clearly is wrong-headed, at
least to the degree that we think social sector functions
should be devolved to local governments.

Equally importantly, this paradox should disabuse us of the
idea that the financing of local governments can ever by
truly separated from the finances of national governments.
This is a bitter pill to swallow for local government officials
who want to be the masters of their own houses. But the
fact remains, that local governments almost always need
significant transfers from their national governments and
the size of these transfers increases with the devolution of
social sector functions.

As a result, there will always be struggles over how much
money local governments need to pay for these functions
and the goal of reformers should not be to try to elimi-
nate these struggles by making local governments “fis-
cally autonomous”. Instead, the goal should be to civilize
the struggle through informed intergovernmental dialogue
that allows both sides to reach reasonable and dynamic
compromises over time. Unfortunately, this commitment
to intergovernmental dialogue is weak across much of the
region.

Here, however, it is also worth noting that while many
countries have recognized that the financing of major so-
cial sector functions is best achieved through the use of
Block Grants and not shared taxes or own-revenues, it is
also true that in many places central control over these
Block Grants remains excessive: It is one thing for national
governments to want to make sure that monies earmarked
for health and education are actually spent on them, and
quite another for them to control exactly how local govern-
ments use these funds within a sector. After all, the entire
logic of devolving these functions is defeated if central reg-
ulations make it impossible for municipalities to use their
knowledge of local conditions and needs to improve the
effectiveness of how these monies are spent.




But returning again briefly to Charts 12 & 13, it is worth
highlighting that of all members of our group, Montenegro
has the highest share of own-revenues in total revenues.
On the one hand, this is possible because Montenegrin
municipalities have no social sector responsibilities. On
the other hand it is because they have a particularly broad
palette of own-revenues that includes not just the property
tax, asset sales and rentals, land use and development fees,
but most interestingly, local PIT surcharges. Nonetheless,
between 2006 and 2014, Montenegro moved from being a
country in which local governments received a fairly large
pie of the fiscal pay, to one whose share is now relatively
modest.

It is also worth noting that local governments in Turkey,
Slovenia, Croatia, and Moldova receive no income from
Unconditional Transfers. This absence of Unconditional
Transfers raises questions about the equity of these coun-
tries’” intergovernmental finance systems because it is gen-
erally through such transfers that central governments pro-
vide additional money to poorer jurisdictions. Nonetheless,

Chart 14
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equalizing funds can be provided in many ways and the
absence of unconditional transfers does not mean that no
equalization is taking place. Indeed, Croatia, Slovenia and
Turkey do at least some equalization through other mech-
anisms. Moreover, the simple existence of Unconditional
Transfers tells us little about how effectively equalization
is being carried out. In fact, in many places there is good
reason to believe that they have only modest effects on the
horizontal equity of their systems. But again we lack the
data to systematically address this question.

Finally, between 2013 and 2014 the revenue position of
many local governments in the regions changed quite
significantly. Montenegrin municipalities lost the most
because of restrictions on Land Development Fee and the
elimination of the Land Use Fee while gains elsewhere were
due to a variety of factors. In FBiH (of BiH) and Slovenia, lo-
cal governments saw their PIT shares increase; Bulgaria
introduced a new national program of investment grants
financed largely by EU funds; and in Romania grants for
healthcare services went up.

Growth/Decline of Local Government Revenue between 2013 and 2014
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The Composition of Own-Revenues and
the Property Tax

Unfortunately, the accounting of own-revenues differs
substantially across the region. In some places it is quite
detailed and contains more categories than are presented
in our charts. Others use only two or three categories and it

is difficult to say what they contain. For example, local gov-
Chart 15 Composition of Own-Revenues in 2006
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* More than 90% of what is recorded as property tax in Slovenia comes from the Land Use Fee.

ernments in Croatia, Turkey, FBiH (of BiH) and RS (of BiH)
derive significant revenue from Land Development Fees
and quasi-fiscal Construction Permits, but record them as
Communal Fees. Revenues from asset sales and rentals,
fees for the use of public space, and fines and penalties
are also lumped into this category. Meanwhile, Slovenia
records revenue from the Property Tax and the Land Use

Fee together.
Chart 16 Composition of Own-Revenues in 2014
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These accounting issues make it hard to come to any gen-
eral conclusions about the nature of own revenue in the
group. But a few observations are worth making.

present the composition of local government own-
revenues in 2006 and 2014 for all members of the group,
ranked by the share of own-revenues in total revenues.
Montenegro is the outlier with own-revenues equal to
about 80% of total revenues in 2006 and 66% in 2014. Over
the period, and without Montenegro, the average share of
own-revenues to total revenues fell from about 38% in
2006 to 34% in 2014.

Surprisingly, these shares of own revenue to total revenues
are in line with the average for the OECD. The also almost

2006-2014
200% _
175%
0,
15085 - 142%
126%128%
100%
65%
50% | 52%
38%
21%29%
12%
0% 1% 2% [l I
I-]_(yl T T T T T i T T T T T T 1
6 AL MNE RS RS FBiH BG TR RO MD RKS MK
HR (BiH) (BiH)
29%
-50% |SLO

Chart 17 Absolute Growth of Own Revenues Chart 18 Absolute Growth of Own Revenues and
2006-2014 their per capita Yield in EUR 2014
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certainly overstate the real revenue raising powers of local
governments in the region because of the misclassification
of many shared taxes and fees as own revenue''. But again,
the point is that almost everywhere own-revenues are
much lower than the literature suggests is optimal be-
cause of the grants and transfers that local governments
receive —particularly, for social sector functions. Indeed,
it is the decentralization of these functions in Kosovo and
Macedonia that is largely responsible for lowering the
share of own-revenues in total revenues for the group.

But across the group there is much variation in both the
growth of own revenues over the period, and their yield
in EUR per capita. This can be seen in

250% _ 2014
200% | A
150% |
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0% -
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See again, Blochlinger and King.
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In Slovenia, the sharp decline in own-revenues was the result
of slow economic growth combined with 2014 elimination of
the Land Development Fee. The restriction or elimination of
this fee also had a strong impact in Serbia and Montenegro.
But in both sharp increases in property tax collection (c.300
and 400% respectively) have softened the blow. The stagna-
tion of own-revenues in Albania is the result of the progres-
sive restriction and ultimate elimination of a local tax on small
businesses, as well as a moratorium on new construction that
has reduced the yield of the Infrastructure Impact Tax. More
generally, national governments throughout the region have
been reducing local governments’ ability to tax businesses -a
policy frequently supported by the World Bank and USAID.

In Macedonia, the sharp increase in own-revenues —from a
very low base— has come largely from a 600% improvement
in property tax collection. Growth in Turkey has also been
driven by the almost doubling of property tax revenues, and
by the substantial growth of revenue from asset sales and
rental, an important and often underappreciated source of
local revenue. Improved property tax collection has also
helped in Kosovo, Moldova and Romania. Nonetheless,
the lion’s share of growth in all three places has come from
“Other” sources.

Throughout the region national and local governments
have made substantial investments in the technical in-
frastructure for property taxation. Donors have strongly
supported these efforts which are almost always backed
by recommendations from the International Monetary
Fund, and the American literature on local finance which
argues that the property tax is the single most appropri-
ate tax to devolve to local governments'’. And over the
last ten years the tax has indeed become one of the two
or three most important own-source revenues in most of
the region.

The North American literature on fiscal federalism stresses the impor-
tance of the property tax for local governments. The Nordic countries
—the most decentralized unitary states in the world — however, base
their local government finance systems on giving municipalities’ wide
control over personal income tax rates.

Network of Associations of Local Authorities of South-East Europe

This growth is impressive. There is also room for improve-
ment. Nonetheless, there are limits to how much the prop-
erty tax alone can be used to bring local government rev-
enues in line with their service responsibilities. This can be
seen from , which shows that though the
yield of the tax has increased considerably, it still account-
ed for only 7.6% of total local government revenue in 2014.
Moreover, as a share of GDP, the average for the region re-
mains a modest 0.46%, up from 0.36% in 2006.

Tobesure, inthe USand Canada, the property tax generates
revenues equal to between 2.5 and 3.5% of GDP. But this
is exceptionally high and there are very few countries that
manage to get more than 2.0% of GDP out of the property
tax. Indeed, the average for the EU is only 1.1%. It is also
important, to recognize that in many countries a dispropor-
tionately high percentage of the tax comes from businesses
(often over 70%). Finally, it is worth remembering ~though
the Charts do not show it— that within the SEE, own-source
revenues tend to be disproportionally concentrated in cap-
ital cities and very strongly tied to the real-estate market
through asset sales, land development fees, construction
permits, the Property Transfer Tax and to a lesser degree
the Property Tax.




% of total local revenues
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Property Tax as % of GDP and Total Chart 20 Property Tax as % of GDP and Total
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* Data for Slovenia include revenues from the land use fee.
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The Composition of Expenditures and As with revenues, there are inconsistencies in the way ex-
Investment Spending penditure data is reported. For example, some places treat
capital transfers to public utilities as investment expendi-
shows the composition of local government ex- tures while others record them as subsidies which cannot
penditures by economic type for each member of the group,  be distinguished from transfers to individuals or grants to
as well as the average for the group as a whole (SEE); the av-  non-governmental organizations. Similarly, in many places
erage for the EU (EU28); and the average for the seven post-  debt repayment is not accounted for separately but includ-
communist countries that joined the EU in 2004 (NEWEU7)"".  ed in the category "Other".

Chart 21 Composition of Local Government Expenditure in 2014
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Local governments in the five members of the group that
have decentralized social sector functions (*) spend a higher
percentage of their expenditures on wages. This is to be ex-
pected. More surprising, is that local governments in most of
South-East Europe spend a larger share of their budgets on
investment than their counterparts within the EU. Moreover,
investment rates would probably be higher if capital subsidies
to municipal utilities were properly accounted for.

Given the generally poor financial condition of municipalities
in South East Europe it is difficult to fully explain these high in-
vestment rates. Part of the explanation may lie in the fact that
local governments in the region often pay for investments
that elsewhere in Europe are financed through utility tariffs.
And part of it may be the greater decentralization of social
sector functions within the EU, function whose high operating
costs depress the share of expenditure going to investment.

But for whatever reason, the differences in the average in-
vestment rates for the three groups (SEE, EU28, and EU7)

Chart 22
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have been remarkably consistent over the last 8 years. This
suggests that local governments in South-East Europe, like
those of the EU7 are playing an extraordinary game of catch-
up, spending as much they can to modernize the run-down
infrastructure they have inherited. In short, municipalities
in South-East Europe seem to be working harder than their
counterparts in most of the EU to build new infrastructure
because they are spending higher proportions of their in-
come on investment despite receiving significantly lower
shares of public revenue measured either as a percentage
of GDP or of total public revenue (Chart 6). But here too it is
important to remember that we don’t know how much these
rates are being driven-up by the spending of capital cities
and other wealthier jurisdictions.

Moreover, investment spending has been both volatile and
fallingina number of the members of the group, most notably
Montenegro, RS (of BiH), FBiH (of BiH), Serbia and Croatia. This
can be seenin , which presents local government in-

vestment spending in EUR per capita in 2006, 2009, and 2014.

Local Government Investment in 2006, 2009, 2014 (EUR per capita) I

2006
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W 2014

SEE. RO MNE TR RKS HR  SIO

REPORT | Fiscal Decentralization Indicators for South-East Europe: 2006-2014 || [l




__

I [ ] RePORT Fiscal Decentralization Indicators for South-East Europe: 2006-2014

In Kosovo, on the other hand, investment levels have not
only risen but are surprisingly high in per capita EUR given
that it is one of the poorest members of the group. Mean-
while, Albania, despite relative high shares of investment
spending in total expenditure (Chart 21) and positive in-
vestment rates since 2006 is still spending less than 40 EUR
per capita on local infrastructure. Finally, it is worth adding
that EU Structural Funds have kept investment higher than
would otherwise have been in Romania, Bulgaria and Slo-
venia. Indeed, in Bulgaria EU structural funds have account-
ed for almost all local government investment spending in
recent years (see the country report for Bulgaria).

Chart 23
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shows the average public investment by level of
government as shares of GDP for the period 2005-2014.
As can be seen from the Chart total public spending for all
members of the group —with troubling exception of FBiH
(of BiH)— has been higher than the average for the EU28.
And in most of the region, central government expenditure
accounts for the lion’s share of total publicinvestment, as it
does in the EU. Nonetheless, local government investment
as a share of total publicinvestment has exceeded both the
average for both the EU28 and the New EU 7 in RS (of BiH),
Slovenia, Romania, Kosovo and Montenegro.

Total Public Investment by Level of Government as shares of GDP (average 2006-2014)
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Chart 24 Investment Spending shows local government investment in million
in Million EUR 2014 EUR for all members of the group in 2014. Again, it is a
useful reminder of how much variation there is across the

group in both relative wealth, and in local revenue and ex-
penditure patterns.
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But the situation elsewhere is not so positive. Local govern-
ment investment as a percentage of GDP is extremely low
in both Albania and FBiH (of BiH) and is not much higher
in Macedonia and Serbia. The picture is better in Bulgaria,
Croatia, Moldova, and Turkey. Nonetheless, local govern-
ment investment as a share of GDP remains lower than the
average of the new EU7. This seems lower than what might
be reasonably expected, given the fact local governments
in South-East Europe have huge deficits in basic urban in-
frastructure that can only be overcome through high levels
of sustained investment.
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Local Government Borrowing

In most of the region, local government borrowing is a new
phenomenon. In some places however, its development
is being constrained by high levels of central government
debt. shows total public debt and annual deficits of
all NALAS-member countries/entities in relationship to the
Maastricht Treaty’s guidelines for total public debt and annual
budget deficits (less than 60% and 3% of GDP respectively).

Chart 25

As can be seen from the chart, most members of the group
have total public debt and deficit levels below the Maas-
tricht limits. But Croatia, Slovenia, Albania and Serbia have
exceeded the more important level for total public debt
(though not as much as is the average for the EU) while
Montenegro is very close to the line (58.5%). This is impor-
tant because under Maastricht, total public debt includes
the debt of both national and subnational governments
(though not the debt of publically-owned but commercial-
ized utilities). As a result, when total public debt is close to or
above Maastricht limits, not only is there pressure to reduce
overall borrowing but local governments compete with their
national governments for “debt space”.

Public Debt and Budget Deficits in SEE Region in 2014
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shows that the vast majority of this debt space is  to ensure that municipalities in Albania, Slovenia, Monte-
already taken up by the national government. Albaniaand  negro and Croatia have at least some access to debt capital.
Serbia are already above the Maastricht limits despite the  In other members of the group, debt remains well below
fact that local government debt represents a negligible  the Maastricht limits and local governments should con-
fraction of total public debt. Nonetheless, it is unlikely that ~ front fewer policy obstacles in borrowing.
the national governments of either country will look favor-
ably on new subnational borrowing. Meanwhile, in Slove- Data for Turkey includes unpaid liabilities to private con-
nia, Montenegro and Croatia, local government borrowing  tractors or government agencies. These equal at least half
has been more substantial. But because total public debt  of the total.
is also at or above Maastricht limits, here too national gov-
ernments are likely to constrain new local borrowing. Given
the infrastructure deficits facing local governments across
the region this is unfortunate and efforts should be made

Chart 26 Public Debt by Level of Government as Share of GDP
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shows the increase in total outstanding local
government debt between 2006 and 2014 in per capita
terms. As can be seen in from the chart, local borrowing
has increased substantially in all countries or entities in the
region except for Moldova, Albania, Macedonia, Kosovo
and Serbia. Growth has been particularly striking in Croa-
tia, Montenegro, and the RS (of BiH). Not all of this growth
has been prudent, however and it seems that during the
recession some local governments at least in Montenegro
and the RS borrowed less to build new infrastructure than
to avoid making painful cuts in operating costs. In any case,
some municipalities in all three countries are having trou-
ble meeting their debt service payments.

In many places, the overall adequacy and predictability of
local government revenues will have to be increased if mu-
nicipalities are to prudently incur debt. Indeed, given the
dependency of local governments on transfers, the rules

Chart 27
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regulating intergovernmental finances need to be clear
and stable if borrowers and lenders are to be confident that
municipal governments will be able to pay off their debts.
Local governments will also have to do a better job collect-
ing own-revenues, particularly with respect to setting high-
er tariffs and then forcing utilities to collect them.

Local governments will also have to radically improve
their ability to prepare, plan, and cost-out complex, mul-
tiyear investment projects— particularly in the water and
solid waste sectors. This sort of planning, however, requires
money and time that many local governments in the region
do not feel they have. Scarce investment funds tend to be
spent on pay-as-you-build road projects and not on debt-
financed, pay-as-you-use environmental facilities because
planning roads is simpler; construction can be delayed if
money runs out; and because the benefits are more likely
to be visible to voters before the next election.

Increase in Local Government Debt 2006-2014 (EUR per capita)
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tions put the needs and interests of citizens at the

forefront. Yet, the fact citizens are not homogeneous
but a rather diverse group whose needs are defined by gen-
der, location, age, ethnicity, religion, requires governance
practices and models that effectively take those diversities
into an account. With the assignment of fiscal, political and
administrative powers, local authorities emerged as an im-
portant actor to promoting good governance and ensuring
adequate representation of citizen’s needs and interests
as means to ensure equality. Namely, the decentralization
process has given local authorities the responsibility over
key policy areas which have direct impact on the quality of
citizen’s lives i.e. health, social welfare, infrastructure. Also
an opportunity to use the proximity, increased participa-
tion and improved knowledge of individual/group priorities
to tailor governance practices and models, policy planning
and budgeting, in a way that better responds to citizens
and their diversities. NALAS has long-standing commit-
ment to promoting decentralization and gender equality
in South East Europe. Through the Strategy on Gender and
Youth, NALAS aims to directly contribute to the implemen-
tation of international and national gender equality com-
mitments. With involvement as partner in the UN Women
regional programme “Promoting gender responsive poli-
cies in South East Europe and the Republic of Moldova” NA-
LAS also aims to work on opening venues for the systematic
integration of a gender perspective into decentralization
processes and local governance models.

G ood governance aims to ensure policies and institu-
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Indicators for Gender Responsive
Budgeting in SEE

As a first step NALAS has introduced a set of indicators as
part of this cycle of monitoring of the progress of the fis-
cal decentralization in South East Europe to understand
the extent of integration of gender into decentralization
and governance. Following a training on gender responsive
budgeting, with the support of UN Women - the United
Nations Entity for Gender Equality and the Empowerment
of Women, the members of the NALAS Task Force on Fis-
cal Decentralization developed four indicators to be moni-
tored within this report for the first time: 1) Level of adop-
tion of a Law on gender equality; 2) Existence of policies
for gender responsive budgeting for local/central level;
3) Degree to which the Budget Circular on central or local
level integrates gender responsive budgeting (GRB) indica-
tors and 4) Policy and budgets analysis of municipal pro-
grammes.

The data collection was done through a survey filled by rep-
resentatives of the NALAS Task Force on Fiscal Decentraliza-
tion with the support of the NALAS Focal Points on Gender
and Youth. The questionnaire was distributed to all NALAS
members and the analysis is based on eleven responses
and it should therefore be noted that they might provide a
limited view on the situation in the different countries.
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The first indicator explores the existence of a Law on Gen- Regarding the second indicator on the existence of policies
der Equality/equal opportunities in the countries/enti- for Gender Responsive Budgeting at central/local level
ties where NALAS members operate in a form that requires  the findings say that only 27% of the countries have adopted
gender mainstreaming in policies and budgets at central  such policy, while 73% have not yet approached that level.

local/level. The finding is that that there is an adopted Law ; ;
on Gender equality in eleven countries/entities and Ro- S ha;ﬁ3dgtﬁ’;Eda?(c’é'rcli'rg‘f/rlgf:ldlggispons"’e
mania is the only country that has not adopted a Law yet. Sl

In most of the countries that have adopted such law there YES N0 |

is a special provision emphasizing that the local and re- Turkey Croatia
gional governments and their local institutions and public Kosovo Serbia
enterprises are obliged to assess and evaluate the effects BiH Republic of Srpska Macedonia

of their acts, decisions or actions on the position of women Romania

and men in their community. Such assessment is required in Montenegro

all stages of planning, adoption and implementation of le- BiH Federation of BiH
gal acts, decisions and actions with a goal of achieving real Bulgaria
equality between women and men. Albania

States have adopted Law on Gender equality
(equal opportunities) which requires mainstreaming in

Existence of Policies for Gender Responsive

policies and budgets at central local/level Budgeting at Central/Local Level

YES N0 |
I Croatia Romania
Serbia
Macedonia
Turkey
Montenegro
Kosovo
BiH Republic of Srpska
BiH Federation of BiH
Bulgaria
Albania

Existence of a Law on Gender Equality/Equal
Opportunities
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Related to the third indicator, the Degree to which the Bud-
get Circular (central/local) has been revised to include
gender provisions (e.g. indicators) the majority of countries
80% do not have a revised budget circular, while only two
countries, Turkey and the entity of Republic of Srpska in Bos-
nia and Herzegovina have confirmed such practice.

States that have revised budget circular (central/local) to
include gender provisions (e.g indicators)

YES [ N0 |
Turkey Croatia
BiH Republic of Srpska Serbia
Macedonia
Romania
Montenegro
Kosovo
BiH Federation of BiH
Bulgaria
Albania

Budget Circular (central/local) includes gender
provisions

Croatia has emphasized that although systematic solu-
tions to assess gender implications of policies and bud-
gets do not exist, various research and studies of the situ-
ation of women in the labor market, political participation,
combating violence against women, the media, education
and other areas were carried out, including the first scien-
tific research on “Perception, experiences and attitudes
about gender discrimination in the Republic of Croatia”.
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The fourth indicator refers to the embedded practice of
GRB Analysis as an essential step in identifying impacts
of national and local policies. In 40% of the countries the
local governments are undertaking gender budget analysis
of their policies and 10% stated that it has happened on in
very few areas or cases, while in the majority of countries
such initiatives do not exist.

LSG's are undertaking gender budget analysis of local level

policies

| Vves | NOo | oOnlyafew

Croatia Romania  BiH Federation of BiH
Serbia Montenegro
Macedonia Kosovo
Turkey Bulgaria
BiH Republic of Srpska ~ Albania

Embedded Practice of GRB Analysis as an Essential
Step in Identifying Impacts of National and Local Policies

In Republic of Srpska (BiH), GRB is being partially applied
in 8 local governments, and the process has started in
another 12. Their gender responsive analyses take into
account the gender component in the planning of the
budgets and definition of similar long term priorities,
such as: support to victims of domestic violence, aware-
ness campaigns on gender equality, small grants for
non-governmental organizations that are focused on
achieving gender equality and agriculture etc. The ma-
jor reasons related to the absence of gender-responsive
budgeting are lack of financial resources, lack of specific
knowledge and skills, and the Law on Budget System of
Republic of Srpska (BiH) which in fact does not recognize
this obligation.
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Findings and Recommendations

The fact that eleven countries have adopted a Law on Gen-
der Equality suggests that there is a high-level political
commitment among decision-makers and institutions in
South East Europe to advance gender equality at central
and local level. The majority of those laws require institu-
tions to integrate gender in planning and budgeting, which
not only opens an important venue for integrating gen-
der perspectives into decentralization processes, but also
places an obligation on local governments for integrating
a gender perspective into the areas of decentralized com-
petence.

To effectively deliver on the political commitments, the lo-
cal governments could first benefit from an improved un-
derstanding what are the negative implications of local de-
cisions and policies, of not taking into account women’s or
men’s gender specific needs on their performance and on
the community. They could also see how gender blind dis-
tribution of public resources or budget allocations leads to
inefficient use of resources, deepening of gender inequali-
ties or widening of the existing gender gaps at local level.
The local governments could finally benefit from support
to strengthen institutional capacities and mechanisms to
apply gender sensitive public policy tools such as gender
responsive budgeting.

According to the survey findings, gender responsive bud-
geting tools are currently applied only in Kosovo, Repub-
lic of Srpska (BiH) and Turkey. The extent of application or
possible form of institutionalization at central/local level
in South East Europe require further and more in-depth
research. The reported small number of practices and for-
mal policies to introduce gender responsive budgeting
may suggest that the relationship between gender equal-
ity commitments and governance at local level could still
be rather unclear to the local/central government actors or
that such practices are unknown to the associations of local
authorities.
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Where policies and practices exists, local governments and
their associations could more actively engage in exploring
and promoting their results as means to both encourage
others and make the local actors more visible in the pro-
cess of advancing gender equality. The fact that 40% of the
countries stated that local governments are undertaking
some kind of gender budget analysis of local level poli-
cies and 10% that have done gender responsive budget-
ing analyses suggests there is a political will to engage and
understand the implications of local decisions and policies.
What is lacking is acting more systematically.

To facilitate the systematic integration of gender perspec-
tive into planning and budgeting Turkey and Republic of
Srpska (BiH) have already revised the budget circulars to
include gender equality provisions. However, from the
survey data it can be noted that the majority of the coun-
tries have not undertaken such step yet. Future research
should qualitatively look into the type of revisions of the
budget circular and collect information on revision of any
other document (such as Budget law or methodologies for
strategic planning), which could help to detect alternative
routes countries have used to integrate gender equality
into local governance and decentralization processes.

Building on those findings, with the support of its decentral-
ization specialists and associations of local government, NA-
LAS has an opportunity to explore the possibilities to carry
out a comprehensive gender assessment on the gender per-
spectives of decentralization processes in South East Europe.
Such assessment could provide more precise overview of the
commitments, policies and practices in the region and could
facilitate the development of network’s strategies to posi-
tively influence those processes and the areas of decentral-
ized competence from a gender perspective.
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Albania

Intergovernmental Finance System

Albania’s Organic Law “On the Organization and Function-
ing of Local Governments'*”, defines three types of transfers,
shared-taxes (which have never been created), uncondi-
tional transfers and conditional transfers. The law does not
define how the size of unconditional transfers to local gov-
ernments should be determined. Nor does it specify the for-
mula that should be used to allocate them. It does however
clearly state that fiscal equalization should be the primary
objective of unconditional transfers.

The legal regulation of the transfer system is based on the
following rationales: (i) provision of adequate revenues to
local budgets, in addition to local taxes; (ii) assistance to
lower levels of government; and (iii) financial equalization
to compensate for inequalities between central and local
governments (vertical) and among local government units
(horizontal).

The Unconditional Transfer was introduced in 2001 and pro-
vides local governments with funds to execute their exclu-
sive functions. The size of the transfer was initially based on
the historic cost of the services that were transferred to local
governments and are not based on standardized measures
of costs. Since 2002, both the size of the transfer and the for-
mula used to allocate it have been repeatedly changed by
amending the national governments Annual Budget Law.

In 2015, Albania reduced the number of it local governments from
373 to 61 and passed a new Organic Law. The new law however, does
not fundamentally change the basic definition of local government
revenue or the legal rules governing the allocation of grants and
transfers. These issue are expected to be address in a new law on Lo-
cal Government Finance anticipated in 2016.
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In 2014, Municipalities and Communes received 91% of the
Unconditional Transfer pool, while the regions or Qarks re-
ceived 9%. The following factors are used to allocate the grant
to municipalities and communes: (i) an equal lump sum pay-
ment for all communes and municipalities to ensure that even
the smallest jurisdictions can pay their administrative staffs; (ii)
70% of the remaining pool distributed on straight per capita
basis; (iii) 15% of the pool distributed to the communes on the
basis of their surface areas; (iv) and 15% of the pool distribut-
ed to municipalities (with the exception of Tirana) distributed
on a per capita basis after adjustment by special coefficients
for fiscal distress and mountainous terrain.

Once the Unconditional Transfer has been calculated, then a
separate set of calculations are made for those local govern-
ments whose total per capita revenues are more than 25%
below or above the national average. Local governments
whose total per capita income is less than 75% of the national
average and whose grant is less than 91% of the of last year's
grant are then compensated for the difference. Conversely, lo-
cal governments whose total per capita income is 25% greater
than the national average and whose grant is more than 93%
of last year's grant must give up the difference to help pay for
the compensation of the others.

Finally, the law ensures that final value of the grant should be
no less the 2000 lek per capita for communes and 2960 lek per
capita for municipalities, again with exception of Tirana. As a
result, Tirana is probably the only capital city in the region that
has a lower share of total local revenues than its share in the
country’s population.

Conditional transfers come from two sources. The first is from
appropriations from line Ministries that are allocated to local
governments through decisions taken by the Committee of
Regions. The second is from an increasingly large Regional De-
velopment Fund. Indeed, since 2009 conditional transfers have
constituted the single largest source of local government rev-
enue. The extensive use of conditional transfers has substan-
tially reduced the fiscal autonomy of local governments and
has led to allegations that they are being allocated for political
purposes which do not reflect clear developmental goals.




The Property Tax

Until recently, the most important local taxes have been a tax

on small businesses (SBT) and an Infrastructure Impact Tax cal-
culated as a percentage of the value of new construction. Since

2006, the base of the SBT has been repeatedly reduced and in

2014 it was transformed into a shared tax that is now collected

by the national government. At the same time, the yield of the

Infrastructure Impact Tax has fallen because of a centrally im-
posed moratorium on new construction permits.

The recurrent Property Tax is regulated by the Law on the Local
Tax System. The tax is a local government revenue and local
governments are responsible for its administration and col-
lection. Between 2006 and 2014 the yield of the property tax
declined from 0.29% of GDP to 0.18% of GDP. In 2014, the tax
represented about 15% of own revenue and about 7% of total
revenue. The national government is currently considering re-
forms to expand the base of the tax and to move assessment
closer to a market values.

Agricultural land and urban buildings are subject to the tax
but urban land is not. Valuation is established through square
meter rates set by the national government. These rates are
differentiated according to three types of local governments,
with separate values for commercial and residential properties.
Base valuations are adjusted for the age of the building, but not
for location within the municipality. Until 2006, local govern-
ments were allowed to adjust these rates by up to 30%. Only
owners of properties are liable for the tax. Properties owned by
national and local governments are exempted from the tax, as
are properties owned by religious institutions. Agricultural land
used for orchards and vineyards are also exempted from the
tax for the five years after their initial planting.

The national government is responsible for maintaining a na-
tional cadaster of all properties through its Immovable Prop-
erty Registration Office. In theory, the IPRO has the legal obli-
gation to refuse the registration of any property that has out-
standing property tax liabilities. In practice this is rarely done.
About 85% of agricultural land is registered with the IPRO, but
only 25% of urban buildings.
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Local Governments are responsible the administration of
the property tax, including valuation, billing and collection.
For a fee, they may also choose to use the IPRO as a billing
agent, and a few have included property tax charges on the
bills citizens receive for water and sewage services. Local
governments may grant exemptions and abatements for
poor families and for properties damaged in natural disas-
ters. They can also deny citizens services for non-payment,
but this is rarely done.
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Statistical Overview of Local Government Finance in Albania 2006-2014

Albanian local governments receive less revenue as both a share of GDP and of total public revenue than all their coun-
terparts in the region. Worse, this share fell from a high of 3.2% of GDP in 2008 to 2.5% in 2014, still well below the level
achieved in 2006. They also receive the lowest share of total public revenues in the region.

Chart 32 Albania Local Government Revenue as a Share of GDP and Total Public Revenue 2006-2014
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Between 2007 and 2014, local government revenues fell faster and rose slower than the revenues of the national government. This sug-
gests that the national government is not committed to sharing the benefits and burdens of economic growth with local governments.

Chart 33 Albania Revenue Fluctuations of the General Government and Local Governments 2006-2014
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A very high but unstable share of local revenue comes from Conditional Transfers, subjecting local budget planning to
large degrees of uncertainty and political patronage.
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Chart 34 Albania Composition of Local Government Revenue 2006-2014
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After peaking in 2008, local revenue in per capita EUR fell steadily through 2013, before increasing slightly in 2014. Own-
revenue fell because of progressive reductions in the base of the Small Business Tax and because of a moratorium on new
building permits that reduced revenues from the Infrastructure Impact Tax.

Chart 35 Albania Composition of Revenues 2006-2014 (EUR Per Capita)
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Despite the low share of local government revenues in total public revenues, investment spending as a share of total local
expenditures has been relatively high. This is due in part to the high share of Conditional Transfers in the system.

Chart 36 Albania Composition of Local Government Expenditures 2006-2014
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Wages, Investment, and Property Tax revenues are all low as shares of the GDP.

Chart 37 Albania Investment, Wages, and Property Tax as Share of GDP 2006-2014
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Bosnia and Herzegovina -
Federation of Bosnia and Herzegovina

plex administrative and fiscal structure. According to

the preliminary results of the recent census of Octo-
ber 2013, BiH has a population of 3,791,662, a decline of
13% in comparison with 1991. In the Federation of Bosnia
and Herzegovina (FBiH) there are 2,371,603 people and in
the Republic of Srpska (RS) 1,326,991. 7.7% of the popula-
tion (291,422) lives in Sarajevo, the capital of BiH, which is
also the capital of the FBiH.15

B osnia and Herzegovina (BiH) has an extremely com-

The Intergovernmental Finance System

Despite its size, Bosnia and Herzegovina has three almost
separate fiscal systems: FBiH, RS, and the Brcko District. In-
direct taxes are the most important source of revenue for
all levels of government. They are collected by the State
of BiH and then divided between the State of BiH, the two
entities -FBiH and RS—and the Brcko District according to
a formula stated in the Law on Indirect Taxation in BiH. The
allocation of indirect taxes within each entity, as well as the
regulation of direct and other indirect taxes are regulated
by entity legislation.

Unfortunately, these census results are still preliminary. Lack of an
accurate census has impeded policy development at all levels of gov-
ernment including the adoption and adjustment of rules governing
the allocation of grants and transfers. http://popis2013.net/index.
php?docid=1042
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In FBiH, the entity’s share of indirect taxes is allocated to
municipalities and cantons according to fixed percentages
set in the Law on the Allocation of Public Revenues. These
shares are given to municipalities and cantons as Uncon-
ditional Transfers and are allocated by formula. The main
criteria for allocating the transfer is population (70%). But
there are other coefficients for surface area, school age
children and relative wealth —as measured by the yield of
the Personal Income Tax— that have equalizing effects. In
2014, the Unconditional Transfer constituted about 27% of
municipal revenues.

In recent years, the Unconditional Transfer has fallen be-
cause of the rules governing entity debt. These rules require
that debt service payments to foreign creditors be paid di-
rectly and immediately from each entities’ share of indi-
rect revenues. As a result, the pool of revenues that would
otherwise go to cantonal and municipal governments is
automatically reduced by the debt service payments of the
Federation government. Because 60% of all indirect taxes
are earmarked for cantons and municipalities they are ef-
fectively paying 60% of all debt incurred by the Federation.

During the economic crisis of 2009, FBiH took a loan from
the IMF for over 250 million EUR to finance current expen-
ditures. Now the entity government must pay back the loan.
But because much of the debt-service cost is being born by
cantons and municipalities, they have seen their revenues
from indirect taxes fall substantially, despite an overall im-
provement in the economy. To address this problem, the
FBiH Parliament created a Fiscal Coordination Body in 2104.




This new institution will be responsible for determining the
status of the entity’s debt obligations and for taking mea-
sures to ensure that debt service payments can be met in
fair and equitable way. The Fiscal Coordination Body in-
cludes the Federal Minister of Finance, all cantonal Minis-
ters of Finance and a representative of the Association of
Municipalities and Cities of the Federation of BIH.

The Law on the Allocation of Public Revenues also requires
cantonal governments to share a specified percentage of
PIT with their municipalities on an origin basis. In 2012 the
FBiH Parliament increased the share of PIT that cantons
must share with municipalities from 34.46% to 41% in all
cantons except Sarajevo Canton. Municipalities within Sa-
rajevo Canton were also give the right to receive their share
of indirect taxes directly from the entity government, and
on the same basis as municipalities in other cantons. In
2014, about 17% of local government revenue came from
shared taxes. Another other 17% comes from conditional
grants which municipalities receive from either the entity or,
more frequently, the cantons. Most are for specific invest-
ment projects

Since 2008 about 40% of local government revenues come
from own sources, principally land use and land develop-
ment fees. Unfortunately, there is no federal level account-
ing of local government own revenues and data about the
nature, type and composition of these revenues are ac-
counted for differently in each canton.
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The Property Tax

In the FBiH (of BiH), the recurrent property tax is regulated
by the ten cantonal governments and there is no entity-
wide legal regulation of the tax. As a result, FBiH (of BiH)
has the highest number of property tax laws in the region.
In all cantons the tax is a cantonal levy, regulated and ad-
ministered by cantonal authorities. In some cantons, how-
ever, its yield is shared with municipalities. Municipalities
do not play an active role in levying the tax and its revenue
potential is not a major concern of authorities at any level
of government. Between 2006 and 2014 the yield of the tax
(including the Property Transfer Tax) decreased from 0.42%
of GDP to 0.34% of GDP.

In most cantons, only buildings are subject to the tax. And
in most, owner-occupied structures are tax exempt, in-
cluding commercial properties used by their owners. Only
owners are liable for the tax. This has created serious ad-
ministrative problems because war and migration has left
the ownership of many properties unclear. There are also
exemptions for properties used for diplomatic and con-
sular services, religious purposes and for the provision of
public goods. War Veterans and their families are also ex-
empt from the tax. Valuation is done according to square
meter rates set in cantonal law, and cantonal legislatures
set property tax rates. So far efforts to harmonize property
tax legislation across the Federation or to decentralize it to
municipalities level have failed.
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Statistical Overview of Local Government Finance in FBiH (of BiH) 2006-14

Local government revenues in FBiH (of BiH) peaked as a share of both the GDP and public revenues in 2008. Since then, they
have declined substantially despite the fact that the economy has slowly recovered and total public revenues as a share of GDP
have increased. Local government revenues as a share of total public revenues have fallen from 13% to under 10% since 2008.

(o Eladct: 121 HCId ;) Local Government Revenue as Share of GDP and Total Public Revenue 2006-2014
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Local government revenue fell much faster than that of the general government during the economic crisis of 2008-2009. The have
also recovered more slowly suggesting that a disproportionate share of the burden of the downturn was placed on local governments.
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All categories of local government revenue declined in 2009 in the face of the global downturn and ~with the exception of own rev-
enues- have yet to return to pre-crisis levels despite an improvement in the overall financial picture of local governments in 2014.

(L ET LR NGB The Composition of Local Govrnment Revenue 2006-2014 (EUR Per Capita)
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Wage spending remained stable despite the economic downturn. Investment, however, fell from a peak of 37% of total expendi-
turein 2008 to 24% in 2014. A high share of expenditure consists of subsidies to utilities, grants to NGOs and transfers to individuals.

[ ETa SN KO ) The Composition of Local Government Expenditure 2006-2014
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The yield of the property tax —which in some cantons is a local tax but in most remains controled by cantonal governments—is
low and has fallen since 2008. The accounting of local government debt remains problematic, but it remains under 1% of GDP.

[\ E PR NG )I Local Government Wages, Investment, Property Taxes as % GDP 2006-2014
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Bosnia Herzegovina - Republic of Srpska

went into recession in 2009. Weak growth returned

in 2010 and 2011 only to be followed by a second
downturn in 2012 and the resumption of very modest
growth in 2013 in 2014. The poor performance of the econ-
omy has negatively impacted local finances.

Q sin most of the region, Republic of Srpska (RS of BiH)

The Intergovernmental Finance System

Local governments in Republic of Srpksa (RS of BiH) de-
rive their revenue from an Unconditional Transfers, Shared
Taxes, Conditional Grants and Own Revenues. Since 2006,
the size of the Unconditional Transfer has been set as a
percentage of the entity’s share of indirect taxes (24%) and
allocated by formula. 75% of the formula is allocated on
a per capita basis, 15% on the basis of the territory of the
municipality, and 10% the basis of the students in second-
ary schools.

While the share of indirect taxes used to fund the transfer
has been stable, the formula for allocating it has been re-
peatedly changed. The Unconditional Transfer accounted
for between 50 and 60% of local revenue between 2006
and 2014. Municipalities also receive 25% of the Person-
al Income Tax (PIT) generated in their jurisdictions. These
revenues are freely disposable and have accounted for be-
tween 6 and 12% of local budgets since 2006.

There is also a Transfer for Underdeveloped and Extremely
Underdeveloped municipalities. The amount of this Trans-
feris setin the annual budget law and allocated according
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to four criteria: the total per capita revenues of registered
businesses (35%); the per capita budgetary revenues of
the municipality in the previous year (25%); population
density (20%); and the unemployment rate (20%) Finally,
municipalities are eligible for conditional grants from the
entity government, most of which are for investment. Con-
ditional grants accounted for between 5 and 10% of local
budgets for most of the 2006-2014 period.

Municipalities derive own revenue from property taxes, a
local business registration tax, a hotel tax, land use and
land development charges, other communal fees, asset
sales and rentals, fees for the issuing of official documents,
and interest, fines and penalties. Unfortunately, the avail-
able data for own-revenue is poor and most of it is ac-
counted for under the title “Communal Fees and Charges”.

In 2011, revenues from the business registration tax were
significantly reduced by amendments introduced to the
Law on Business Registration and a court decision made it
impossible for municipalities to collect land use fees from
certain tax payers. Between 2006 and 2014, own revenues
have constituted between 25 and 35% of total local gov-
ernment revenues.




The Property Tax

In 2012, the entity government introduced a new law on
Property Taxation. This Law centralized property tax regis-
tration and collection at the entity level, but left rate set-
ting at the local level. Problems with establishing the cen-
tral cadaster led to a drop in the yield of the taxin 2012, but
collection has improved since. The law has been amended
twice. The most recent amendments introduced a two-rate
system of taxation: Up to 0.10% of market value for com-
mercial properties used for production purposes, and up to
0.20% of market value for all other properties.

Real-estate owners are required to file property tax regis-
tration with the regional offices of the entity’s tax authority
when they acquire or begin to use properties. These forms
describe the physical attributes of their properties, includ-
ing any improvements. Local governments forward these
forms to the entity’s Tax Administration Office, along with
information on the property tax zones they have estab-
lished, and their tax rates. The Tax Administration Office
determines the square meter value of all properties, ap-
plies the selected rates and exemptions, issues bills and
collects the tax. Taxes are paid in two installments and the
first cannot be less the 50% of the liability.
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Owner-occupants receive exemptions equal to the value of
50 square meters of residential real-estate, as well as 10
square meters for every family member living with them.
Property used for diplomatic and consular services, reli-
gious purposes, as well as properties owned by all govern-
ments in BiH are exempt from taxation. Tax payers can ap-
peal theirvaluations to the Tax Administration Office within
15 days of receiving their bills. The entity-level Authority for
Geodetic and Property Affairs has to give municipalities
and the Tax Administration Office unrestricted access to its
real-estate data.

The yield of the property tax has fallen as percentage of the
GDP from 0.33% in 2007 to 0.26%. It currently constituted
about 10% of local government own revenue and 4% of
total local revenue.
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Statistical Overview of the Finances of Local Governments in RS (BiH)

Local government revenue as a share of GDP declined from a peak of 8% in 2007 to 6.1% in 2014. Local revenue as a share of
total public revenue fell from 20% in 2007 to 14% in 2014. In short, the financial positon of municipalities in RS (of BiH) has
deteriorated quite substantially.

(o Fla e AX G 4:1: ) Local Government Revenue as Share of GDP and Total Public Revenue 2006-2014
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Local government revenues have declined faster and risen slower than the revenues of the entity government suggesting
that the entity government has placed a disproportionate share of the burden of economic downturns on local governments.
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Municipalities are heavily dependent on the Unconditional Grant, which now constitutes 50% of their revenues. Own
Revenue declined as a share of total revenue between 2006 and 2012, but have since recovered to pre-crisis levels. In part,
this is due to an improvement in property tax collection which fell dramatically when the entity government recentralized
billing, valuation and collection in 2010.

[ ET L0 LY 1:1; ) Composition of Local Government Revenues 2006-2014
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Over the last few years, investment as share of total expenditure has fallen while spending on wages has increased. Like
their counterparts in FBiH (of BiH), RS (of BiH) municipalities spend significantly on subsidies to municipal utilities, grants
to NGOs and transfers to individuals. Until recently, Conditional Grants played a marginal role in the system.
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The overall deterioration of the financial position of local governments in RS (of BiH) can be seen in the sharp drop in
investment spending between 2006-2014. Wages have also declined while property tax revenue have increased but still
remain under 0.5% of GDP.

(E VALY GIE:T )M Investment, Wages, and Property Tax as Share of GDP 2006-2014
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Bulgaria

The Intergovernmental Finance System

Prior to 2003, the Bulgarian intergovernmental finance sys-
tem was heavily dependent on sharing personal income tax
with local governments on an origin basis. This system was
problematic because municipal governments were expected
to cover the full costs of pre-tertiary education from the yield
of their PIT share, something that was virtually impossible for
many local governments to do given the weakness of their tax
bases.

In 2003, amendments to the Municipal Budgets Act (MBA) in-
troduced a clearer division of the responsibilities for financing
local government own and delegated functions. These chang-
es were accompanied by the development of a set of block
grants for delegated functions —principally education—based
on centrally determined service costs. At the same time, PIT
sharing was phased out, and the Education Block Grant be-
came the largest single source of local government revenue.
Between 2006 and 2014 it has accounted for about 45% of
total local revenue.

Block Grants for social sector services are supplemented by
a freely disposable transfer for equalization. The size of the
equalization grant pool cannot be less than 10% of the own-
revenues of all municipalities in the previous year. It is allo-
cated by criteria determined jointly by the Ministry of Finance
and the National Association of the Municipalities of Bulgaria
(NAMRB). These criteria should reflect the objective disparities
among municipalities due to external factors and should not
act as a disincentive for local revenue mobilization.

The criteria for allocating the equalization subsidy have been
changed repeatedly. Currently, the allocation formula has two
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components. The first provides local governments whose per
capita own-revenues are less than the national average with
90% of the difference between their per capita revenues and
the per capita national average. Since 2008, this amount of the
grant can be reduced by up to 25% if a municipality’s tax rates
are below the national average.

The second component allocates the remaining funds in the
grant pool according to a separate calculation of expendi-
ture needs. These needs are calculated on the basis of costing
standards for preschools and homes for the elderly, as well as
a municipality’s surface area. Municipalities whose per capita
expenditures on these functions are less than 100% of the na-
tional average are entitled to 100% of the difference. Munici-
palities whose expenditures are higher than the national aver-
age, receive 50% of the difference. NAMRB's has argued that
despite efforts to improve equalization, the current methodol-
ogy has serious shortcomings because it is not based entirely
on criteria that are fully independent of local decisions, and
thus can be “gamed”. Since its introduction, the Equalization
Grant has accounted for about 5% of local revenue.

Local Governments can also receive Conditional Grants for
specific investments and government programs. Since joining
the European Union in 2007, most Conditional Grants have
been for investments and have been funded by EU monies. In
total they have received over 5 billion EUR in EU grant money,
mostly for projects to improve their environmental, social, and
technical infrastructure. Municipalities receive over 60% of all
EU financial support to Bulgaria and almost all of their invest-
ments come from this source.

Within the public sector, the effects of the economic downturn
were felt most profoundly by local governments. In 2010 -the
worst year of the crisis in Bulgaria- the national government
severely cut most transfers to local governments. The yield of
the Property Transfer Tax -a major local revenue- also declined
significantly because of the sharp decline in private investment.

As a result, local revenue fell sharply between 2010 and 2013,
leaving municipalities with 25% less revenue than they had in
2008. Municipalities accumulated payment arrears of about




100 million EUR (10% of own-revenue) while trying to cover
the costs of underfunded (delegated) social sector functions.
These account for 60% of local expenditure and should be fully
covered by state transfers. About 40% of local governments
had significant operating deficits and had trouble meeting
their co-financing requirements for EU funded projects.

.In 2013, NAMRB signed an agreement with the newly elected
national government to correct some of these problems. This
agreement created a new public investment program called
“Growth and Sustainable Development of Regions”. As result,
and for the first time, local governments and ministries com-
peted for investment resources according to publicly defined
selection criteria. The application process started in 2014, and
70% of municipalities have been granted 145 million EUR for
nearly 400 investment projects.

Equally importantly, the agreement called for restarting the
decentralization process in accordance with a two-year road-
map that the government adopted in February 2014. The road-
map outlines the following reform measures:

Transferring a portion of the personal income tax (PIT) to
the local level. As a result, citizens would pay a 7% PIT rate
to the national government plus up to a 3% rate to their
local governments based on their tax policies. This change
should go into effect in 2015 and should double local
government tax revenues while keeping the overall fiscal
burden on citizens the same.

Introducing a facultative municipal sales tax on the
consumption of luxury goods and services (similar to the
American sales tax).

Introducing a local tax on agricultural land (currently non-
taxable).

Introducing a new way to calculate the waste disposal
fee so that it reflects not property values but the actual
generation of waste.

Reshaping the equalization subsidy.
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The Property Tax

Since 1951, Bulgaria has had a property tax whose yield was
given to local governments. The current tax is regulated by
the 1998 Local Taxes and Fees Act. In 2007, constitutional
amendments granted local governments tax powers for the
first time. As a result, local governments now have the right
to set property tax rates within lower and upper limits deter-
mined by law. Zoning, which affects assessed value, is also
under municipal discretion. Since 2006, the total yield of the
tax has increased from about 0.03% of GDP to 0.06% of GDP
and it now constitutes about 30% of local government own
revenue, and about 12% of total local government revenue.
Despite this growth, statutory tax reliefs and exemptions
reduce the yield of the property tax by estimates as high as
60%.

Parliament sets maximum and minimum tax rates limits for
all taxable properties. Local governments than determine
what rate they wish to apply within these limits. Rates must
by uniform for all types of real estate and all types of owners.
The constitution also determines that only parliament can
grant abatements and exemptions. These exemptions are
extensive and include the following:

50% for owner-occupied houses or apartments;
75% for handicapped owners;

100% for up to 10 years for several types of achieved
levels of energy efficiency;

5% for those who fully pay their tax bills in one, early
installment.

The base of the property tax consists of land lots and build-
ings within settled areas. There is currently no tax on agri-
cultural land. But this is being considered. The law stipulates
two methodologies for assessing tax value —one for build-
ings and for empty land lots. The basis for both is a square
meter price adjusted by coefficients for location, available
publicinfrastructure, development zone, area of plot and the
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nature of the building itself. For residential property, 60% of
the valuation depends on the location coefficient. For com-
mercial properties, valuation is based on whichever is higher,
the property’s book value or its value as determined by the
rules used to assess residential properties.

Municipal Tax Offices are responsible for collecting tax dec-
larations from tax payers. These declarations contain the
information necessary for valuation. They are also respon-
sible for collecting the tax. Municipalities have free access
to the national government's national this cadaster but only
50% of all properties are currently registered in it. Municipal
Tax Offices issue the tax bills which can be paid in cash or
via bank transfers, POS terminals and e-pay platforms. Lo-
cal Governments can enforce collection by engaging pub-
lic or private debt execution agents, garnishing wages, and
by blocking the ability of delinquent taxpayers to sale their
properties.

There are administrative and legal options for appealing val-
uations. But there is no legal schedule for revaluing proper-
ties. Nonetheless, revaluation is required when:

The basic square meter value of properties is changed by
law.

The municipal council changes the local ordinance on
property tax zones
substantial

Owners declare they have made

improvements in their properties

Owners are liable for the property tax. National and local
governments are liable for the tax for properties they own,
but which are not being used for public purposes. Other
tax exempt properties are: Facilities providing diplomatic
or consular services; buildings of the Bulgarian Red Cross;
schools, academies, churches and other religious institu-
tions, museums, galleries, libraries, and properties valued at
less than 840 euro.
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In 2015, the “Program for Decentralization” was signed be-
tween the government and NAMRB. As part of this agree-
ment, NAMRB prepared a concept for a new Local Taxes and
Fees Act which was presented to MoF in July 2015. The con-
cept stresses the following areas for improvement: the taxa-
tion of agricultural land, introducing municipal PIT, limiting
the scope of tax exemptions, increasing local discretion on
the tax assessment, and adding new fees for street lightning
and city-center congestion. The policy dialog on developing
the draft will commence in 2016.




Network of Associations of Local Authorities of South-East Europe [ | [l

Statistical Overview of Local Government Finance in Bulgaria 2006-2014

Local government revenue as a share of GDP declined from a high of 7.8% in 2008 to a low of 5.8% in 2012, before re-
bounding to 6.4% in 2014. The local share of total public revenue also fell from 21% in 2008 to 16% in 2012, before jump-
ing back to 18% in 2014. Both shares however have to be considered very low given that Bulgarian local governments are
fully responsible for financing all pre-tertiary education.
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Local and General Government revenues declined in tandem with the economic crisis. But General Government revenues
increased much faster during the recovery. This trend then reversed in 2013.

Chart 49 Bulgaria Fluctuations in the Revenues of the General Government and Local Governments
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In 2006-7, Bulgaria replaced PIT sharing with an expanded set of Block Grants for social sector functions. Since then the compo-
sition municipal revenue has been dominated by own-revenue and conditional grants, almost 80% of which are for education.

I Chart 50 Bulgaria Composition of Local Government Revenue 2006-2014
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Since 2008, the share of local public investment in total public investment has risen from about 30 and 40%. Much of this
is due to the influx of EU funds.

(EGENRHTEETTE I Public of Investment by Level of Government and as a % GDP 2006-2014

100% - - 6%
90% -
80% —
70% —
60% -
50%
40% -
30% —
20%
10% -
0% T T T T T T T T 0%
2006 2007 2008 2009 2010 2011 2012 2013 2014

LG Investments m Other Public Investments e T0tal Public Investments, as a % of GDP

- 5%

- 4%

- 3%

- 2%

31% 33% 35% 37% 39% 38% 40% 34% 38% |19

Since 2006, local governments have doubled the yield of the property tax as a percentage of GDP. Investment dropped
sharply with the economic crisis of 2010 and has yet to fully recover. Wage spending fell less sharply and in 2013 returned
to pre-crisis levels. The outstanding debt of municipalities has risen and is now above 1% of GDP—due largely to local
governments borrowing to cofinance EU-funded investments.
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Croatia

The Intergovernmental Finance System

Croatia’s intergovernmental finance system is heavily de-
pendent on the origin-based sharing of Personal Income
Tax. Local Governments receive from 56.5 to 90% of the PIT
generated in their jurisdictions, depending on their devel-
opment index and the functions they perform. As such, the
rules governing PIT sharing also constitute the backbone of
Croatia’s equalization system. Local governments are also
allowed to impose a surcharge of up to 18% on the amount
of PIT taxpayers owe to the national government. The sur-
charge currently constitutes 10% of all local PIT revenues.
Taken together, PIT revenues have constituted more than
50% of total local government revenues since 2006.

In 2010 the rules regulating the Personal Income Tax were
changed. The number of tax brackets was reduced from 4
to 3 and the base rate was lowered from 15% to 12%. Since
the income tax is jointly shared between municipalities, cit-
ies, counties and the national government the reduction of
these rates had a significant negative effect on local bud-
gets. About 10% of local government revenues come from
Conditional Grants for specific programs or investment
projects.

Since 2006, about 30% of local budgets come from own-
sources. Most own-source revenue comes from Land Use
and Land Development Fees, with the former known locally
as the “Communal Fee”. Croatian local governments also
derive a significant amount of own-revenue from the sale
and rental of municipal assets. But despite years of discus-
sion, Croatia has yet to develop a local property tax (see
below).
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The economic crisis reduced local government revenues,
expenditures and investments significantly. Many of the
555 local governments (without Zagreb) increased their
budget deficits and turned to borrowing. In 2010, mea-
sures aimed at improving the efficiency of the use of pub-
lic revenues were implemented. One of these is the Fiscal
Responsibility Act which sets limits on national and local
government spending, strengthens the legal and function-
al accountability of budgetary resources, and introduces
stronger controls for financial reporting.

Measures to improve tax compliance were also introduced.
In late 2012, the Fiscalization Act for Real Cash was adopt-
ed. Its main objective is to monitor cash transactions and
to increase tax collection. The Tax Administration now has
internet access to the accounts of all taxpayers who are
dealingin cash and isin a much stronger position to reduce
evasion. This has contributed to an increased awareness of
the need to pay taxes and to an improved balance in public
finances.

In 2012, a fee was also introduced for the legalization of
illegal buildings. Building owners are now required to pay
a fee for the legalization of structures built without proper
permits. 50% of the fee goes to the national government,
20% to the competent body issuing the permit, and 30% to
the local government in which the illegal construction is lo-
cated. Also, in 2013 and as result of changes in EU regula-
tions, a Law on Sustainable Waste Management was intro-
duced. Local governments are now obliged to finance the
recycling and sorting of solid waste from their own sources
and through the tenders of the Fund for Environmental
Protection and Energy Efficiency.




The Property Tax

Croatia does not have a market-based property tax and is
still using a quasi-property tax called the “Communal Fee”
which has not changed much over the last decade. Draft
legislation for a property was prepared in 2012, but was
only submitted to Parliament at the end of 2015. This text
describes the current framework for the Communal Fee.

The Communal fee is an area-based charge imposed on
residential and commercial buildings, garages, land in
commercial use, and construction land. The fee is calculat-
ed by multiplying its base value by coefficients for property
type and municipal zone. Municipalities can set the base
of the fee at any level they like and they draw up the zones
used to adjust it. Parliament however, has imposed some
restrictions on the coefficients municipalities can use for
different property types, mainly to protect businesses.

Owners or occupiers of properties are liable for the fee.
They are legally obliged to register their ownership with
their municipality within 15 days of their acquisition of the
property. They also must inform the city if they make any
substantial changes in the use or physical characteristics of
the property. Since many people do not do this, municipali-
ties also make efforts to independently update their prop-
erty registries.
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Municipalities are allowed to exclude properties of interest
to the community from payment of the fee and also to set
general criteria for (annual) case-by-case exemptions. The
range of exemptions varies significantly among municipali-
ties, but the most common are for municipal property, the
poor, public kindergartens and schools, religious facilities,
and sport and culture facilities. Municipalities issue tax bills
and payment orders and are free to decide the frequency of
collection. Generally, payment is made in monthly install-
ments. Municipal Finance Departments are responsible for
collection and enforcement and the most common form of
enforcement is to garnish money from people’s bank ac-
counts.
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Statistical Overview of Local Government Finance in Croatia 2006-2014

Local government revenues as a share of GDP contracted significantly after the economic crisis of 2009. The local share of
total public revenue however remained reasonably stable, suggesting that the national government did not try to push
the costs the recession onto local governments.
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The revenues of local governments and the General Government declined in tandem during Croatia’s long recession. In
2013, local revenue increased faster than the revenue of the General Government, but this trend reversed in 2014.
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Between 2006 and 2014, the composition of local revenue changed little and remains dominated by shared taxes. Croatia
has yet to introduce a local property tax, and local governments have relatively little control over other fees and charges.
They can however impose PIT surcharges.

(EAEEACGEEHI Composition of Local Government Revenue 2006-2014
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Local government revenue per capita has yet to recover to its pre-crisis levels. Unlike in many other places in the region
local governments have not responded to the economic downturn by increasing the collection of own-source revenues.
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Local investment fell substantially in 2010 and has yet to recover. Wage spending has increased slightly but remains low.
The total outstanding debt of local govenrments is equal to about 1% of GDP. Through 2009 there were strict limits on lo-
cal government borrowing because total public debt had exceeded the Maastricht limit. In 2010, debt space was created
I for local governments, and the space was quickly used. This space was expanded in 2013 when borrowing to cofinance EU
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projects and for Energy Conservation Companies (ESCOs) were exempted from the limits.
Chart 58 Croatia: Local Government Wages, Investment, Property Taxes and Outstanding Debt as % GDP 2006-2014
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Total public investment has fallen dramatically since 2007. But the local government share of it has remained fairly stable
at between 39 and 45%.

(d T NG EIERI Shares of Public of Investment by Level of Government and as % GDP 2006-2014
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Kosovo

The Intergovernmental Finance System

In 2009, responsibility for managing and financing all pre-
university education and primary health care was decen-
tralized to local governments in Kosovo. As result, Kosovo
became one of the most decentralized countries or enti-
ties in the region. In 2014, Kosovo local governments de-
rived 40% of their revenues from block grants for Education
(31%) and Primary Health Care (9 %). They also receive a
General Grant which in 2014 constituted 40% of their rev-
enues. Of the rest, about 15% comes from own-revenue,
and 15% from the shared Property Transfer Tax.

The size of the General Grant is defined by law as 10% of
the total operating revenues of the central government. All
local governments receive a lump sum payment of 140,000
euro, minus one EUR per capita for all local governments
with populations greater than 40,000. Municipalities with
populations greater than 140,000 therefore do not receive
any lump sum payment. The remainder of the grant pool
is then allocated to municipalities by formula: 89% by
population, 6% by square kilometers; 3% by the number
of ethnic minorities; and 2% for municipalities in which the
majority population is a national minority.

The size of the Education and Health Grants is determined
by a National Grant Commission in accordance with a Me-
dium Term Expenditure Framework (MTEF). The Education
Grant is allocated to local governments on the basis of a
formula that takes into account the wages of teachers, ad-
ministrators and support staff, goods and services, building
maintenance, and specific education policies.

Network of Associations of Local Authorities of South-East Europe

Pupil numbers are used to determine the amounts for sala-
ries, goods and services, and building maintenance in ac-
cordance with class size norms of 1 teacher to 23 students
in majority communities and 1 teacher to 14 students in
minority communities. The Health Grant is also allocated
by formula according to population. The formula is based
on the assumption that each person visits primary health
care facilities 2.5 times year at a cost 4 euro per visit, and
that they receive 3.5 services a year at 3.9 euro per service.

The most important own-revenues are the Property Tax
(described below) and revenues from Construction Permits.
Municipalities have been using Construction Permits as
quasi-fiscal infrastructure impact fees, a practice that the
national government has been trying to stop -with mixed
success—in order to improve the “business enabling envi-
ronment.” They are also allowed to collect fees for health
and education services. Municipalities receive 100% of the
national government’s property transfer tax.

The global financial crisis of 2009 did not precipitate a re-
cession and while growth has slowed it remains positive. It
also has not affected intergovernmental fiscal relations:
Transfers to local governments have increased, as has the
collection of own source revenue.

In 2013, an agreement was signed between the govern-
ments of Kosovo and Serbia to regulate the status of the
four Serbian-majority municipalities in the north of Kosovo.
Under this agreement, these municipalities have enhanced
powers and are now responsible for providing secondary
health services and university education. A special fund
was also established to help them. The Fund will be fi-
nanced from customs duties from the border with Serbia.
To date 400,000 EUR have been placed in the fund. Some
communities are interested in becoming separate munici-
palities but there have been no recent changes in the Law
on Territorial Division and there are still 38 municipal gov-
ernments. A separate law for the Capital City of Pristina is
however, being considered.




The Property Tax

The Property Tax has been decentralized since 2003 and
is regulated by the Law on Immovable Property. Now only
buildings are subject to the tax, but the government is
planning to introduce land taxation in 2017. Municipalities
are responsible for property registration and valuation as
well as for collection. The Kosovo Cadaster Agency issues
tax bills based on the information provided to them by mu-
nicipalities.

The initial registration of buildings was done by the nation-
al government in 2004, and donors funded a second wave
of registration in 2010. The Government of Kosovo has also
recently instituted a performance grants system in an effort
to improve collection. Between 2006 and 2014, the yield of
the property tax remained stable and generated revenues
equal to about 0.32% of GDP. In 2014, the property tax
constituted about 30% of local government own-revenue
and about 3.5% of total revenues.

Valuation is done on the basis of centrally determined
square meter rates for residential properties. Municipali-
ties may establish up to four location zones to adjust these
rates. Rates are also adjusted by coefficients for building
quality and use. Commercial properties are valued accord-
ing to procedures determined by local governments in ac-
cordance with regulations issued by the Ministry of Finance.
Municipal councils determine property tax rates within
minimum and maximum rates set by the national govern-
ment. At present the minimum rate is 0.15% of assessed
value and the maximum rate is 1.0% of assessed value.
Taxpayers may challenge their assessments first with the
municipality, then with the Ministry of Finance, and finally
with the Courts.

Natural and legal persons who own property or have the
legal right to use it are liable for the tax. If the owners or
those with legal use rights cannot be identified, then the
physical or legal persons occupying the property are liable
for the tax. Properties owned by the national government
and by local governments are exempted from the tax as are
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properties used for diplomatic and consular services, by in-
ternational aid organizations, and by religious institutions.
Properties under construction receive a 60% abatement
and the first 10,000 EUR of value are exempted from the
tax for owner-occupied residencies.

The Kosovo Cadastral Agency is run by the central govern-
ment and maintains a central registry of all properties. Lo-
cal governments are responsible for providing the Agency
with information about all properties in their jurisdictions,
their value for tax purposes, and the tax rate as set by the
municipal council. The Agency is responsible for issuing
tax bills and for maintaining a central registry of property
tax payments, unpaid liabilities, and fees and fines for late
payment. It can also audit the registration and valuation
practices of local governments.

Municipalities are legally required to revalue properties
every three to five years. Properties with outstanding tax
liabilities cannot be legally sold until their debts are been
cleared. Public tenders cannot be awarded to legal entities
who owe property taxes. Municipalities can seize the prop-
erty of delinquent tax payers as well as to deny some ser-
vices to citizens for non-payment. Thus far, however, these
powers are rarely used.
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Statistical Overview of the Finances of Local Governments in Kosovo 2006-2014

In 2009, schools and healthcare clinics were decentralized to local governments. As a result, local revenue as both a share of
GDP and total public revenue increased sharply making Kosovo one of the most decentralized governments in the region. Mu-
nicipalities receive almost a third of all public revenues and are getting a remarkably fair share of the overall fiscal pie in com-
parison to many of their counterparts in the region. This share has also increase since 2009. Local spending on education and
healthcare however remains heavily controlled by the central government and municipalities have yet to be allowed to borrow.

Chart 60 Kosovo Local Government Revenue as Share of GDP and Total Public Revenue 2006-2014
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Unlike in many other places in the region, there is no consistent pattern in the relationship between local and central gov-
ernment revenues: In some years local govenrment revenues have increased while central government fell, while in others
the opposite has been true. In no year, however, has local revenue fallen below that of the previous year.

Chart 61 Kosovo Fluctuations in the Revenue of the General Government and Local Governments
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Since 2009, the size of the Unconditional Grant has increased in line with national budget revenues. Own revenues and revenues
from the shared Property Transfer Tax have also increased while the size of the health and education grants have remained stable.

Chart 62 Kosovo Composition of Revenues 2009-2014
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The two most important own-source revenues are the property tax and building permits. In 2011, legislation was passed to
eliminate the quasi-fiscal use of building permits. Income reported under this category declined in 2012, but in fact local
governments simply classified it as other revenue. In 2013, the restrictions on the pricing of building permits were loos-
ened and revenue in the category increased. In 2014, the central government again tried to tighten up on building permits,
but it appears that local governments responded by classifing the revenue under fees and charges.

Chart 63 Kosovo Composition of Own Revenue 2009-2014 (EUR per capita)
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I Rather remarkably, local governments have devoted almost 35% of their total expenditures to investment, despite spend-
ing more than 50% of their budgets on wages.

Chart 64 Kosovo Composition of Expenditures in 2008-2014EUR)
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In recent years, investment and wage spending has remained stable as shares of GDP. The same is true of the yield of the
property tax, despite significant investments by the central government into Kosovo Cadaster Agency to improve registra-
tion and billing, and substantial increases in the minimum property tax rates that municipalities can impose.

Chart 65 Kosovo Investment, Wages & Property Tax as a Share of GDP 2006-2014
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Macedonia

The Intergovernmental Finance System

As a result of the Ohrid Agreements of 2001, and as part
of the country’s effort to accede to the European Union,
Macedonia has pursued an incremental decentralization
strategy. The process began in 2005 with the consolidation
of 124 municipalities into 85 (then to 81 in 2013). In 2007,
municipalities that had cleared their payment arrears and
met other criteria for good financial management were al-
lowed to enter the so-called Second Phase of Decentraliza-
tion. At this point, they became responsible for financing
and managing all schools, as well as a number of other cul-
tural and social welfare institutions and were given Block
Grants to finance these new functions

As a result, municipalities are now responsible for the
maintenance and improvement of local infrastructure, wa-
ter and wastewater treatment, public hygiene, public light-
ing, local public transport, fire protection, pre-school, pri-
mary and secondary education, local cultural institutions
(Cultural Houses, libraries, and museums) and care of the
elderly. Since 2011, they have also assumed responsibility
for managing state land. In accordance with the Law on Lo-
cal Government Finance, municipal revenue consists of:

Own Revenues, include the Property Tax, other local fees,
charges and taxes, asset income and income from fines,
penalties and donations;

Shared Taxes, in particular a share of the income tax com-
ing from artisans;

A General Grant defined as a percentage of the national
yield of the Value Added Tax and allocated by formula;
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Block Grants from the national budget for primary and
secondary education, culture and social welfare;

Earmarked grants for special programs or specific invest-
ments;

Debt Finance and donations.

The size of the Grant is anchored by law at 4.5% of the na-
tional yield of VAT. The criteria used to allocate the grant
are defined by an annual ordinance. According to the or-
dinance:

All jurisdictions receive a lump sum payment of 3 million
denars.

These payments are then deducted from the grant pool
and the residual is divided between the capital city of
Skopje and its composite jurisdictions (12%) and all oth-
er municipalities (88%).

The funds for municipalities outside of Skopje are divided
by a formula which allocates 65% of the pool on the ba-
sis of population; 27% on the basis of square kilometers;
and 8% on the basis of the number of settlements.

The allocation of the Block Grant for Education is also deter-
mined by an annual ordinance. The main criteria in the formu-
la for allocating the grant are enrollment, employment, and
-since 2009— the number of children entitled to free school
transport. The formula for determining per pupil payments are
publicly available, but the amount of money that municipali-




ties receive through the grant is insufficient and often requires
substantial contributions from their general budgets.

The allocation of the block grant for preschool education is
also governed by an annual ordinance. The formula contains
variables for the number of pupils, the type of heating system
and the duration of the heating season, the number of teach-
ers in the school, and the utilization rate of the facility. Munici-
palities that have cultural institutions receive a block grant for
culture based on the number of employees working in the in-
stitutions covered by the grant; the total square meters of the
buildings; and coefficients for the particular cultural services
these institutions provide.

Every year and in accordance with the Local Government Fi-
nance Law, the Ministry of Finance provides municipalities
with a Budget Circular informing them of about their block
grants. In theory, municipalities are autonomous in managing
the funds they receive through the block grants. In practice,
the situation is much more complicated. Based on criteria ap-
proved by their Councils, municipalities allocate block grant
funds to schools and other institutions on a monthly basis.

The fiscal decentralization process can best be seen through
the expansion of local government revenue as percentage of
GDP between 2005 and 2012. In 2005, it equaled only 1.9%
of the GDP while by 2012 the share had more than tripled to
6.5% of GDP. It has however fallen significantly since then and
in 2014 was only at 5.4% of GDP. Thus, despite the radical in-
crease in their revenues, Macedonian municipalities still face
profound financial challenges and are clearly underfunded
for the functions they perform.

In order to strengthen their financial position, the munici-
pal association, ZELS has lobbied the government to make
amendments to the Local Government Finance Law. This has
resulted in the following recent changes:

The percentage of the national yield of VAT earmarked
forthe general grant was increased from 3% to 4.5%, and
will be progressively increased to 6%.
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The municipal share of income from the sale state land
was increased to 80%;

The municipal share of income from mineral concessions
was increased to 78%;

The municipal share of revenue from other concessions
(e.g. water) will be increased from 25% to 50% in 2016;

Revenue from fees for washing and separating gravel are
now split 50%/50%.

Revenue from fees for legalizing illegal structures built
on agricultural state land are now split 50%/50%.

Revenue from fees for legalization properties will now go
entirely to municipalities.

Starting in 2015, 10% municipalities will receive 10% of
concessions on agricultural land, a share that will be in-
creased to 50% by 2018. I

There is also a fund for balanced regional development
which allocates money to regions according to a formula
contained in the Law on Regional Development. By Law
this fund should be equal to 1% of the GDP, but so far this
has not been the case.
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The Property Tax

The recurrent property tax was introduced in Macedonia in
2005 as part of the larger decentralization program. There
are three property-related taxes, the Property Transfer Tax,
the Inheritance and Gift Tax, and the recurrent Property Tax.
The introduction of the recurrent property tax was accom-
panied by the elimination of the so-called Land Use Fee, a
flat, square meter charge that users of properties paid to
help compensate municipalities for public services.

The property tax is paid on all land and buildings except ag-
riculture land. Until 2012, values were determined by mu-
nicipal commissions. Since 2012, they are determined by
trained municipal employees or by an appointed appraiser
using the criteria set in law. Recently ZELS has proposed
changes in the valuation methodology. Between 2006 and
2014 the yield of the tax increased from 0.06% to 0.22% of
GDP. It now represents 13% of local own-revenue and 4%
of total revenue.

The base of the tax is the market value of land and buildings.
The market value is determined on a square meter basis ac-
cording to a methodology set by the national government,
but approved by ZELS. The square meter market value is
determined by adjusting base rates set in the Methodology
for Assessment of the Market Value of Immovable Property
by coefficients for macro and micro locational zones, as
well as building age, quality, and use. Municipal Councils
are responsible for setting the boundaries of both macro
and micro locational zones.

The Ministry of Finance conducts periodic audits of how lo-
cal governments determine of market value. Property own-
ers may appeal their appraisal for review to the Commis-
sion for Appraisal and Audit of the Chamber of Appraisers.
Taxpayers who reside in their properties are entitled to a
50% reduction in their tax bills.

All property owners are liable for the property tax, but the
tax can be imposed on the user of a property if its own-
er cannot be identified. Legal and physical persons using
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municipal or state property are also liable for the tax. If a
property is owned by several persons, each of them is re-
sponsible for the portion of the tax corresponding to their
ownership share. Municipal and state property are tax ex-
empt. Properties used for diplomatic and consular missions,
religious purposes, environmental protection, mining and
the processing of agricultural products are also exempt, as
are cultural landmarks.

The national government is responsible for determining
the base of the tax, the methodology for assessing its value,
and the maximum and minimum rates that local govern-
ments can impose. Local governments set tax rates within
these limits and administer the tax. At present, local gov-
ernments can set the tax rate at between 0.1% and 0.2%
of assessed value. Rates are determined by the municipal
council. Mayors can issue abatements and exemptions and
determine schedules for the payment of arrears, within lim-
its set by national regulation. Interest of 0.05% is paid for
each day of delay in payment. Municipalities may not with-
hold services for the non-payment of property taxes.
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Statistical Overview of Local Government Finances in Macedonia 2006-2014

Since 2007, Macedonia has progressively devolved major social services to local governments. This has substantially in-
creased local revenue as a share of both GDP and of total public revenue. Even in 2012, however, when local government
revenue peaked at 20% of total public revenue and 6.3% of GDP, Macedonian local governments appear to be under-
funded given their responsibilities. Moreover, in 2013 and 2014 the positive trend local revenues was reversed.

Chart 66 Macedonia Local Government Revenue as a Share of GDP and Total Public Revenue in 2006-2014
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Macedonian local governments derive modest shares of their revenues from shared taxes and unconditional grants. Block
grants are their largest source of revenue.

Chart 67 Macedonia Composition of Local Government Revenues 2006-2014
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I Since 2009, local governments have done an impressive job mobilizing own source revenues. Though the overall yield of
the property tax remains modest they have increased collection five times. They are also more argressively collecting Land
Development Fees, Lighting Fees and other communal charges.

Chart 68 Macedonia Composition of Own Revenues 2006-2014 (mln EUR)
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The share of local expenditures going to wages has increased steadily as local governments have assumed responsibility for
primary and secondary education. The investment rate is modest, with a large share of it probably coming from the capital city.
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Chart 69 Macedonia Composition of Expenditures in 2006-2014
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Wage and investment spending as a share of GDP have expanded over the last eight years, while the property tax has
increased more modestly and still only yields revenue equal to 0.2% of GDP.

Chart 70 Macedonia Investment, Wages, & Property Tax as Shares of GDP 2006-2014
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Local governments are responsible for about 25% of total public investment which in 2014 amounted to a little over 4%
of GDP.

Chart 71 Macedonia Public Investment by Level of Government and as a share of GDP 2006-2014
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Moldova

The Intergovernmental Finance System

On paper, Moldova has a highly decentralized public sec-  Unfortunately, after Parliament approved the draft leg-
tor with raions and municipalities responsible for all pre- islation the government reversed itself out of fear of los-
tertiary education and 25% of all public expenditures. This  ing political, administrative and financial influence overs
picture, however, is misleading because of the subordina- mayors and local officials postponed the implementation
tion of municipal governments to raion authorities, andthe  of the law until after the 2014 elections. Making matters
subordination of raions to the national government. worse, the government has continued to politicize the al-
ready non-transparent allocation of national funds for lo-
In 2012 the Ministry of Finance -with the support of the  calinfrastructure investments while capping all local taxes.
UNDP— prepared draft legislation designed to eliminate  The attempt to cap local taxes however was contested and
the financial subordination of lower-level local govern- declared unconstitutional by the Constitutional Court.
I ments to higher ones. The legislation:

Preserves the existing division of total public revenue
between levels of government and is broadly speaking
fiscal neutrality;

Requires the national government to fully finance del-
egated functions.

Requires the national government to provide raions and
municipalities with separate transfers, ending the finan-
cial dependency of municipalities on raions.

Requires the separation of Conditional Grants from the
General Grant;

Defines local governments’ right to specific percentages
of shared taxes.

Eliminates disincentives for local revenue mobilization
by basing the equalization system on shared taxes and
not on locally collected taxes and fees.
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The Property Tax

The Property Tax is regulated by Section VI of the Tax Code.
In 2007, the land tax and the building tax were unified into
a single tax on real-estate. The new system is being pro-
gressively implemented and the tax still does not generate
much public revenue. Between 2006 and 2014 the yield of
the property tax decreased from 0.54% of GDP to 0.32% of
GDP. At present it represents about 30% of local govern-
ment own-revenues and about 3% of total revenues.

Prior to 2007, land and buildings were taxed on the basis
of centrally imposed norms. Under the new system, a cen-
tral government agency with branch offices throughout
the country is tasked with determining the market value
of all properties using computer-aided mass valuation
techniques. Since 2004, about 85% of the properties in the
country have been registered, but only 12% of them have
been assessed for property tax purposes. Most of these are
in rural areas. Properties that have not been assessed by
the new techniques are valued using the old centrally es-
tablished norms.

All land and buildings are subject to the tax, with exemp-
tions for properties used for diplomatic and consular ser-
vices and religious purposes, as well as for state and local
government property used to provide public services. Prop-
erty owners are liable for the tax, as well as those who have
acquired the right to use public property for commercial
purposes. There are statutory abatements for owner occu-
pied properties used for residential purposes as well as for
certain classes of individuals (disabled, elderly).
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The national government is responsible for property reg-
istration and valuation. Local government councils have
the right to set property tax rates within limits defined by
national legislation. The maximum and minimum rates for
residential properties and garages are, respectively 0.02%
and 0.25%. The rate for commercial and industrial proper-
ties is 1%. Local governments are responsible for billing
and collection, and most taxpayers pay in cash at munici-
pal offices. Property sales require certificates stating that
the concerned properties do not have any outstanding tax
liabilities. Local governments can garnish the accounts of
taxpayers with outstanding liabilities. Ultimately, they can
seize properties for non-payment. But these actions re-
quire court orders that are in practice hard to get. After six
years all tax debts are extinguished by law.
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Statistical Overview of Local Government Finances in Moldova 2006-2014

On paper, Moldova has a highly decentralized system of public administration. Local government revenues equal about
10% of GDP and 25% of total public revenues -levels close to the EU average. In reality, however, the situation is quite
different because of the political and economic subordination of municipal governments to raion governments and to the
line ministries of the national government.

Chart 72 Moldova Local Government Revenue as a Share of GDP and Total Public Revenue 2006-2014
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Moldovian local governments derive most of their revenues from conditional grants. There are no unconditional grants
in the system and thus no clear mechanism for horizontal equalization. The share of shared taxes in the system has de-
creased, as Moldova, like Bulgaria before it, backs out of trying to fund social sector functions with shared taxes whose
distribution is highly-skewed. Own revenue as a share of total revenue is low.

Chart 73 Moldova Composition of Local Government Revenue 2006-2014
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In EUR per capita terms, local revenue increased sharply in 2012 and have held more or less steady since. Own-revenues,
which showed substantial growth between 2006 and 2012, have fallen over the last two years.

Chart 74 Moldova Composition of Local Government Revenue 2006-2014 (EUR per capita)
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Despite the growth in local revenue, local government investment spending declined significantly between 2006 and
2012, though it rose sharply in 2014. Wage spending jumped in 2009 because of state mandated increases in teachers’
salaries but have since fallen as a share of both local budgets and the GDP.

Chart 75 Moldova Composition of Local Government Expenditures in 2006-2014
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The yield of the property tax has declined as a share of GDP. Local wages as a share of GDP remain high, though they have
fallen since 2009. Investment is low, but rose in 2014.
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Montenegro

The Intergovernmental Finance System

Montenegro’s intergovernmental finance system is unique
to the region, and thus informative. Most striking, is that lo-
cal governments have derived more than 70% of their total
revenues from true own sources for the entire period. This
has been possible in part because on the expenditure side
municipalities are responsible for no social sector functions
and thus have less need for grants or transfers. And in part
it is because, Montenegrin local governments control of a
variety of instruments to tax land and buildings in an envi-
ronment where land —particularly coastal areas— was ex-
ceptionally valuable in the early 2000s.

Even more interesting, is that while own-revenues continue
to be the main source of municipal revenue, their compo-
sition has changed substantially. This change has come in
the context of overall hard times and the bursting of the
land bubble of 2005-2007. But it has also been driven by
central government policies which have been pushing local
governments to make greater use of local PIT surcharges,
and the property tax —as opposed to land use and develop-
ment fees, and charges to local businesses.

Equally importantly, Montenegro has as reasonably robust
and evolving equalization system which provides about
13% of local revenue. In recent years, reforms have tried to
ensure that equalization monies are allocated not on the
basis of what municipalities actually collect in own-reve-
nues but what they could collect given their tax bases.

In accordance with the Law on Local Government Finance,
fiscal equalization is performed through the Equalization
Fund. The Fund is formed from 11% of the national yield of
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the Personal Income Tax, 10% of the national yield of the
Property Transfer Tax, 100% of the national yield of Vehicle
Tax and 40% of the yield of concession fees from games of
chance. In 2014, the Fund equalled 29 million euro or 13%
of local revenues.

Municipalities whose per capita revenues from own sources
-excluding the land development fee— and shared taxes for
the last three years are lower than the national per capita
average from these same sources are entitled to receive
grants from the Fund. The Fund is allocated in two phases.
In the first, 60% of the Fund is allocated on the basis of the
difference between an individual municipality’s per capita
revenue from own-sources and shared taxes, and the na-
tional per capita average for the same revenues for the last
three years. The per capita difference is then multiplied by
the number of inhabitants and coefficents based on the
population of the municipality. The coefficient for munici-
palities with less than 3,000 inhabitants is 2; for municipali-
ties with populations between 3 and 6,000, 1.5; and for the
Historical Capital 2.5. For all others it is 1.

In the second phase, the remaining 40% of the Equaliza-
tion Fund is allocated to local governments based on their
estimated budgetary needs using the following procedure:
20% of the fund is allocated equally to all local govern-
ments entitled to equalization; 60% of the remainder is al-
located on the basis of a municipality’s area in relationship
to the area of other municipalities entitled to equalization;
and 40% on the basis of its share of the total population of
municipalities entitled to equalization.




Amendments to the Local Government Finance Law intro-
duced in 2011 changed the way in which fiscal capacity is
calculated. Earlier, fiscal capacity was determined using the
own-revenues that municipalities collected, effectively re-
warding municipalities for non-collection. Since 2011, the
Ministry calculates an “estimated amount” of own-reve-
nues for each municipality and uses this both to determine
who is entitled to receive equalization funds and how the
Fund is allocated.

The Law on Local Government Finance also requires peri-
odic consultation with the Committee for Monitoring the
Development of the System of Municipal Fiscal Equaliza-
tion. The Committee monitors the implementation of the
criteria for fiscal equalization, gives recommendations for
improving the system, and issues opinons on documents
prepared by the Ministry of Finance related to the alloca-
tion of the Fund.

Municipalities can also receive conditional grants from the
State Budget for financing investment projects that are of
special interest to one or more local govenrments. These
grants can be used to co-finance donor funded projects. In
order to receive a conditional grant, municipalities must
have adopted a multiyear investment plan. The maximum
amount of a conditional grant cannot exceed 50% of the
anticipated cost of the project.

The amount of conditional grants that a local govern-
ment can receive also depends on the level of per capita
revenues they generate from the land development fee in
relation to the national per capita average in the proceed-
ing year. Conditional grants have proved to be very useful
instruments for co-financing investment projects that are
also being supported by EU funds. Nonetheless, condition-
al grants represented only 1.3% of total local government
income in 2014.

Network of Associations of Local Authorities of South-East Europe [ | [l

The “great recession” of 2009 had a strong impact on Mon-
tenegro’s public finances. Efforts to limit the effects of the
crisis through countercyclical spending led to a sharp in-
crease in the level of the public debt. The economic crisis
also affected local governments. Like the national govern-
ment, they borrowed heavily to limit the impact of the crisis.
They also accumulated payment arrears to suppliers and
contractors. So they are now in a period of retrenchment,
struggling to reduce overstaffing, collect revenues and de-
crease inefficiencies.

Since 2008, a number of local own-revenues have been
reduced or eliminated. These include fees for transmission
towers, telecom facilities, and TV and radio receivers; the
Land Use, Land Development, and Business Sign (registra-
tion) Fees; and the gambling tax. In 2011, to compensate
local governments for the loss of these revenues, amend-
ments were introduced into Law on Local Government Fi-
nance which increased the municipal share of PIT from 10%
to 12%; the share of the Property Transfer Tax from 50%
to 80%; and the share of concessions and other fees from
30% to 70%. They also increased the size of the Equaliza-
tion Fund and changed the criteria for allocating it.

But the amendments came too late and the loss of own-
revenues compounded the effects of the crisis. Indeed, it
is one of the reasons that crisis produced such a sharp
increase in local government debt and payment arrears.
Moreover, they did not fully compensate local govern-
ments for the own revenues that had been lost, revenues
which were both more stable and robust than shared taxes.
As a result, local government budgets have not recovered
to pre-crises levels.

Most municipalities have reached their legal debt lim-
its and many do not have enough revenue to finance all
their obligations to banks, suppliers and the state budget.
Indeed, payment arrears have risen from 27.9 million EUR
in 2008 to 167 million in 2014. Investment spending has
fallen from 53% in 2008 to 23% in 2014, while debt service
payments have increased from 6% of local expenditures in
2008 to 28% in 2014.
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The Property Tax

The Property Tax was decentralized in 2003. Following its
decentralization, the collection of the tax significantly in-
creased. According to the 2003 Property Tax Law, local
governments have the right to set the property tax rate at
between 0.08 and 0.80% of market value. In 2010, the na-
tional governement increased the minimum rate to 0.10%
in effort to help municipalities compensate for the loss of
other revenues. The tax base was also expanded.

In 2015, further amendments were introduced into the Law.
These will go into effectin 2016 and raise the minimum rate
to 0.25% of market value. This brings the minimum rate up
to just about the average rate that local governments have
used for the last few years (0.26%). The increase is part of
the national governments plan to abolish the Land Devel-
opment Fee in 2020. By abolishing the fee the government
hopes to improve the “business enabling environment.

Municipalities however, fear that the property tax will not
generate enough money to compensate them for the rev-
enues they have already lost, to say nothing about the very
significant revenue they will lose from the elimination of
the Land Development Fee —their most important capital
revenue. Between 2006 and 2014, the yield of the property
tax increased from 0.46% of GDP to 1.18% of GDP. In 2014,
it accounted for 28% of local government own-revenue
and 19% of their total revenue.

The property tax should be paid on all land and buildings
except those explicitly exempted from taxation by the law.
Exempted properties include facilities used for diplomatic
and consular services, religious institutions, schools, and
properties owned by the national government. The owners
of land and buildings are liable for the tax. However, if the
owner of a property is not known, the occupier or user of
the property must pay the tax.

The tax is value based, and local governments are respon-
sible for valuation. In determining property tax values, Lo-
cal Government Tax Authorities use data from the State Tax
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Authority and/or the State Statistics Office on the market
value of a square meter of property in their jurisdictions. If
these institutions don't have such data, municipalities can
engage a court expert to define market value but this solu-
tionis very expensive and is used very rarely. The “Regulation
on the detailed Criteria and Methodology for the Determina-
tion of the Market Value of Properties” defines the nature of
the valuation process. Market value is calculated by multi-
plying a base square meter rate by a number of coefficients
that adjust for: the use of the property; its location, its quality
size and a number of other elements that could influence its
value. Municipalities revalue properties every year.

There is no external oversight of the valuation process, but
taxpayers have the right to appeal their valuations. In the
appeal process, if either local governments themselves (first
instance) or the courts (second instance) find any mistakes,
new tax bills have to be issued by the municipality.

The National government is responsible for determining the
legal framework regulating the property tax and for main-
taining a central cadaster of all properties. Local Tax Au-
thorities use data from the Cadaster Office to determine who
is liable for the tax in their jurisdictions. Relations with the
Cadaster Office however, have been problematic and most
local governments maintain their own cadasters. As of 2016,
they will be able to use information from the courts about
the transfer of properties in their jurisdictions to update their
cadasters.

Through local ordinances, municipalities determine the tax
rates for each type of property and each type of owner within
the limits set by the law. Most abatements and exemptions
are also set in the Law. There is a 20% reduction for owner-
occupied residential properties, a reduction that is increased
by 10% for every family member, up to a maximum reduc-
tion of 50%. Municipalities have the right to introduce some
other exemptions and abatements for special purposes,
such as creating business improvement districts.
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Local governments are fully responsible for issuing tax bills.
Tax bills must include: the name of the tax payer, the num-
ber of the cadastral parcel, the market value per square
meter, it's adjustment, the tax rate, any abatements or ex-
emptions, the dates when taxes must be paid, and the ac-
count number on which payment must be made. Bills are
usually delivered to taxpayers by post, though some local
governments deliver them by hand.

Local governments are also responsible for collecting the
tax. Taxpayers should pay their obligations in two equal in-
stallments on a special bank account set up for property tax
purposes. Local governments and taxpayers can set up pay-
ment schedules that include more than two installments.
Currently, local governments have very weak powers to en-
force collection, though these will be strengthened under
the amended property tax legislation in 2016. Municipali-
ties will be able to garnish wages, block accounts and block
sales of properties that have unpaid tax liabilities. I
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Statistical Overview of Local Government Finance in Montenegro 2006-2014
The impact of the global economic crisis on the Montenegro was particularly strong. In 2007, local government revenue as
a share of both total public revenue and GDP was extraordinarily high (22% and 11% respectively) given that Montenegrin

municipalities have no major social sector responsibilities. Since 2007, however, local government revenues have fallen
significantly and now stand at 14% of total public revenues and only 6.3% of GDP.
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Montenegrin municipalities are unique in the region in that they derive over 70% of their revenues from own sources. Indeed,
in the middle of the decade, own revenues accounted for more that than 80% of total revenues, and were being driven up by a
real estate boom that increased income from asset sales, land development fees and other property related fees and charges.
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Until recently, the Land Development Fee was the largest source of local own-revenue. But the central government has
been imposting constraints on it, and the Fee is scheduled for elimination in 2020. If so, this will have a serious impact on
municipal finances. Meanwhile, the Land Use Fee was eliminated in 2009. Local governments have tried to replace the lost
income by makinig greater use of the Property Tax.
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Local government investment has dropped from 268 EUR per capita in 2008 to 80 EUR per capita in 2014 while debt service
payments have more than doubled from 54 EUR per capita to 112 EUR per capita.

(TR LTI Composition of Expenditures in 2006-2014 (EUR per capita)
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Local governments have responded to the economic downturn and the policy changes discussed above by reducing wag-
es, raising the property tax, lowering investment and increasing borrowing.
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The economic downturn led to a sharp contraction in public sector investment between 2008 and 2013. But while total
public investment recovered somewhat in 2014, the share coming from municipalities continued to decline. As a result,
municipalities now account for only 27% of total public investment, down from close to 60% in 2010.

(BT kP2 VL I Public Investment by Level of Government and as a Share of GDP 2006-2014

100% - - 12.0%
90% -
[ 0y
- 10.0%
(/7.
o - 8.0%
60% -
50% - - 6.0%
20% -
- 40%
30% 1 159% 56% 54% 57%
45% 3% 45% 39%

o
20% - 0%
10% - I
0% T T T T T T T T 00%
2006 2007 2008 2009 2010 2011 2012 2013 2014
LG Investments mm Other Public Investments e T0tal Public Investments, as a % of GDP

REPORT | Fiscal Decentralization Indicators for South-East Europe: 2006-2014 || [l




__

REPORT| Fiscal Decentralization Indicators for South-East Europe: 2006-2014

The Intergovernmental Finance System

In Romania, public sector revenues account for only 33%
of GDP. This is low by EU standards. In terms of expendi-
ture, they are below 35% the lowest in the EU. Nonetheless,
local governments play a very important role in the coun-
try’s public sector. Their revenue as a share of GDP is above
9%, which is high for comparable European countries. As
a result, local governments have been targeted for many
of the fiscal adjustment measures taken in the wake of the
financial crisis of 2009. These included a reduction in their
share of the personal income tax, a reduction in grants for
social sector functions, wage cuts, layoffs and a tightening
of debt limits.

By the end of 2013, 56% of all public employees were paid
for by local governments. This includes almost 300,000
teachers, over 100,000 social service employees and since
2010, health workers. Indeed, over the last six years local
governments at once added 120,000 hospital employees
to their payrolls while shedding 140,000 employees from
other local services - a net reduction of about 20,000 peo-
ple.

Local governments have full expenditure control of about
50% of their revenues which come mostly from shared in-
come tax and property taxes which they collect on their
own. Grants from the national budget account for another
30%, and grants from the EU for 7%. The fiscal adjustment
program has led to 4% reduction in state transfer for social
sector functions. It also led to a reduction of the local share
of personal income tax from 82% in 2010 to 71.5% in 2012.
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Most local government expenditure is for education (c.
20%), health (13%) and social welfare (10%) and most is
for recurrent expenditures (c. 65%). Nonetheless invest-
ment spending is high by European standards, especially
if one adds EU grants, which are generally for investment
(14% + 10%). Expenditures on debt service however re-
main low -though rising—and account for only 4% of total
spending. In 2009 and 2010, new limits were set for local
debt and both borrowing and investment spending de-
clined. There are however exceptions for loans incurred to
co-finance EU funded projects.

Romania’s intergovernmental finance system tries to
equalize local government revenues both vertically and
horizontally. Vertical equalization is achieved by sharing
Personal Income Tax (PIT) on an origin basis. The shares
vary according to the type of local government: munici-
palities get 41.75%, counties 11.25%, the city of Bucharest
44.5% and its six districts 20%. Horizontal equalization is
carried out at the county level from funds created by 18.5%
of the PIT collected in a given county plus an equalization
grant from the state budget.

Since 2006 horizontal equalization has been managed
mainly through a mathematical formula. Until then discre-
tionary allocations by county councils and central govern-
ment were prevalent; since the adoption of the formula,
discretionary transfers have been drastically reduced, but
still continue to be a feature of the system.

Figure 1 below shows the formation of the horizontal
equalization pool at the county level. The pool is created
by a share of the income tax collected within the county
(18.5%) and an equalization grant from the state budget
(so-called "VAT sums for equalization”). The latter arrives
by formula to each county. The county pool is split between
the county council (27%) and the municipalities (73%). In
the latter case, most is distributed by a two-step formula.




11.25% for county budget
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18.5%
for equalization

County PIT
(71.5%) + VAT
equalization grant

73% to
municipalities

41.75% returns to the cities, towns and communes

> County budget (41)

27% to the county budget

- Financial flows of the Romanian equalization system

The variables of all formulas in the equalization system are
based on income tax, population, county area and urban-
ized area. No weight is given to any indicators of expendi-
ture need like population density, geographical position or
development level. Income tax per capita is used in most
formulas as a proxy for economic development. The indica-
tor is designed to allocate more funding to poorer munici-
palities whose per capita revenue from shared PIT is below
the county average. In contrast, population and area are
employed as proxies for expenditure needs providing more
money to local governments with large populations or
which service large territories. Overall, the most important
indicator in all formulas is income tax per capita.

The system does not contain any “Robin Hood” mechanism
whereby richer municipalities are taxed to help cover the
costs of equalization. The formula allocations are uniform
and unbiased. But the discretionary allocations on top of
the formulas provide county councils with significant lever-
age over poor municipalities. The current equalization sys-
tem has a series of drawbacks which should be corrected.
The most important of these are:

It is unclear how well vertical equalization performs be-
cause local government expenditure needs have not
been thoroughly measured;

Income tax is shared on the basis of the tax payers’ place
of work, not their place of residence. Because many peo-
ple work in big cities this increases fiscal inequalities;

The significant weight of discretionary transfers from the
national government and county councils make the sys-
tem unnecessarily unpredictable, non-transparency and
subject to political bias;

The formation of 41 separate county pools exacerbates
the differences in per capita revenues between similar lo-
cal governments from different counties;

Despite its flaws Romania’s equalization system manages
to reduce the wealth gap between local governments even
in the current setup. Some scenarios were tested with a
view to improving current resource allocation and achieve
better outcomes. The best results were obtained with the
formation of a unique national equalization pool. Such a
solution would be technically feasible, but politically dif-
ficult to sell to would-be losers: county councils, Bucharest
districts and wealthy counties.
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Against this backdrop, changes to Romania’s equalization
system were recently enacted through the 2015 state bud-
get law. Without any prior notice to local governments, the
Parliament adopted provisions which in effect suspend the
application of the statutory equalization system in 2015.
Instead, a different system is being used. It is based on rev-
enue thresholds calculated for each category of local gov-
ernments - communes, towns, cities and counties. These
thresholds include own revenues, shared PIT and equaliza-
tion, and the new provisions of the budget law guarantee all
local governments the attainment of the respective thresh-
olds, regardless of their population, through equalization
allocations to cover the deficit. Once these equalization al-
locations are made, whatever remains in the pool of funds
earmarked for equalization is then distributed to all local
governments based on a number of criteria, of which popu-
lation is the most important. An impact analysis carried out
by the Association of Communes reveals major drawbacks
in the new system:

Half of local governments are losing money compared
to 2013 and half are gaining;

On the losing side, are over 500 local governments in
the poorest two quintiles of local governments -mostly
heavily populated but poor communes and towns;

Winning are almost 500 well-off local governments in
the richest two quintiles;

Over 1,800 local governments are subject to a major
variation (+/- 50%) in their equalization revenues as
compared to 2013, half of them on the negative side

The coefficient of variation of local governments’ per
capita discretionary revenues after equalization has
deteriorated when compared to 2013, which means the
2015 system equalizes less than the statutory one.

Network of Associations of Local Authorities of South-East Europe

This is an example of opaque and hasty policy decision that
was not proceeded by an impact analysis and has had un-
foreseen consequences. Hopefully, the system will not be
implemented beyond 2015, otherwise we fear a significant
change in local governments’ behavior (e.g. reduction of
tax collection efforts, break-up into smaller units) .




The Property Tax

The property tax was decentralized to local governments
in 1999 and is fully administered by them. In 2016, a new
Fiscal Code was adopted. The Code did not introduce struc-
tural changes in the tax. Instead, it increased some of the
coefficients used to determine tax value, equalized tax
rates for buildings owned by natural and legal persons, and
eliminated incremental tax rates for multiple properties of
the same owner. It also expanded local governments’ right
to increase the tax rate from 20% above the base rate to
up to 50%. In addition, the tax rate for unfarmed land and
abandoned buildings may be increased five-fold. In 2014,
the property tax yielded revenue equal to 0.80% of GDP
and accounted for 31% of own-source revenue and 9% of
total revenue.

Property tax valuation in Romania is not strictly tied to mar-
ket value. Instead, for buildings and land owned by natural
persons the value is determined by multiplying the area
of each with different coefficients relating to their physi-
cal characteristics, use, and location. For buildings owned
by legal persons the tax value is either the book value, the
construction value or the transaction value of the property,
subject to particular conditions. The calculation of tax val-
ue is uniform across the country, though some coefficients
are adjusted to account for local government status, popu-
lation and location.

Property valuation is performed every year by local govern-
ments, who are also responsible for billing taxpayers. Over-
sight is carried out by the Court of Accounts. The Ministry of
Finance and Ministry of Regional Development and Public
Administration provide technical support. Taxpayers may
appeal their tax bills at the tax administration or at the Ad-
ministrative Court.

The tax rates are set by the local governments within inter-
vals provided by the law. The intervals vary based on the
property destination and location, but not the legal status
of the owner. The latter only influences the tax value. Tax-
payers are owners of buildings or land. In the case of pub-
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licly owned property which is rented to a legal or natural
person, it is the occupant who pays the tax. The legisla-
tion provides for numerous exemptions. As a rule, public
property is not taxed unless used for economic activities.
In addition, public infrastructure of any kind, educational,
religious and healthcare facilities, as well as residences of
disabled and impoverished persons are tax exempt. Most
tax exemptions are set by law but local governments may
issue abatements for historical buildings, buildings occu-
pied by social services providers, and some other facilities.
An abatement of 10% is provided by law if the tax is paid
before due date.

National legislation regulates the property tax quite tightly
and until recently local governments had limited power to
set rates, or issue exemptions and abatements. The nation-
al cadaster contains only 15% of all properties, but local
records of properties are quite good. In case of non-com-
pliance, local governments issue summons and if this is not
effective begin forced execution procedures. This includes
the garnishing of bank accounts, and the seizure and even-
tual the sale of the concerned property. The sale of prop-
erty requires certification that all taxes against it have been
paid. Payment methods include cash or credit cards at the
tax administration offices as well as online payments and
bank transfers. There is a national portal for online pay-
ments, which has failed to become popular because of its
user unfriendliness.
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Statistical Overview of Local Government Finance in Romania 2006-2014

Local government revenues in Romania both as a percentage of GDP (9%) and a share of total public revenues (29%) have
been both high and stable over the entire period. Given the overall modest size of the total public sector, this suggests that
the national government has been treating local governments reasonably fairly and predictably.
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Since 2006, the share of own revenues in local budgets has increased from 20 to 30%. Part of this increase has been due to
a doubling of property tax revenues whose yield is now equal to 0.8% of GDP, one of the highest in the region.
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With the decentralization of hospitals in 2010, hospital fees have also become an important source of own-revenue. But I
these revenues must be spent in the health sector.
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Local governments' initial response to the economic crisis was to slash expenditure on investments and on goods and services,
and to reduce -though to a lesser degree—wage spending. By 2011, however, investment spending as well as spending on goods
and services increased while wage spending declined through before rising in 2013 and 2014 as investment expenditure fell.
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(ER AL ENENE Investment, Wages, and Property Tax as Shares of GDP 2006-2014
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Since 2010, local governments have accounted for over 50% of all public investment. As in Bulgaria and Slovenia much of
this investment is being facilitated by EU grants.
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L
Serbia

The Intergovernmental Finance System

In 2006, Serbia passed the Law on Local Government Finance.
This law set the share of the personal income tax local govern-
ments receive on an origin basis in framework legislation for
the first time. It also decentralized the administration and col-
lection of the property tax to local governments and set the
total pool of funds to be used for both vertical and horizontal
equalization at 1.7% of the GDP.

The first call on this pool of funds is for horizontal equalization.
Local governments whose per capita revenues from shared
taxes are less than the national average —calculated are en-
titled to an equalization grant. Their grants are equal to a per-
centage of the difference between their per capita revenue
from shared taxes and a percentage of the national average
multiplied by their populations.

The remainder of the pool is allocated by formula to all local
governments as an Unconditional Transfer. The allocation of
the transfer to individual local governments is determined in
accordance with uniform criteria set in the Local Government
Finance Law. These criteria include metrics for population, ter-
ritory, number of classes in elementary and secondary schools,
number of elementary and secondary school buildings, num-
ber of children attending preschool and number of pre-school
buildings. The general transfer thus has an equalizing effect,
independent of the equalization grant.

The economic crisis of 2008-9 had extremely negative conse-
quences for the Serbian economy in general, and local gov-
ernment budgets in particular. In 2009 the GDP declined 3.5%,
and the real-estate market collapsed, leading to a sharp de-
cline in shared taxes and own-revenues associated with prop-
erty transactions. But the situation was made much worse by
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the government’s suspension of the Law on Local Govern-
ment Finance between 2009 and 2011 which led to a dramatic
fall in the unconditional transfer.

In 2011, amendments were introduced into the law that radi-
cally changed its character. The share of the wage tax that
local governments retain (on an origin basis) was increased

from 40% to 80% for all municipalities except Belgrade, whose

share was raised to 70%. But at the same time, the amount of
unconditional transfers was reduced, and a smaller pool of
grant funds was allocated to municipalities in accordance with

a complicated development index that divided them into four
groups. Municipalities in the fourth group continued to re-
ceive 100% of the transfers they received before, while those

in the third group got 10% less, in the second group 30% less
and in the first group received 50% less.

In 2012, the Law was amended again, this time significantly
limiting some local communal fees like the business sign
tax and eliminating others like the local motor vehicle fee.
Meanwhile, the national government raised all taxes that ac-
crue to the central budget, including VAT, the capital income
tax, excises, and social contributions. In June 2013, the gov-
ernment reduced the rate of the wage tax from 12% to 10%
while increasing the threshold for non-taxable income. These
changes led to a direct loss of local revenue of about EUR 200
million. At the same time, the government increased the rate
of payroll taxes for social contributions from 22% to 24%,
basically transferring what it had taken away from local gov-
ernments to the National Pension Fund. Finally, on January 1,
2014, the government eliminated the Land Use Fee, the sec-
ond most important source of own-revenue while passing a
new Property Tax Law that will go into effectin 2015.




The 2011 amendments also created a new transfer called
the Solidarity Transfer which all municipalities are entitled
to except the City of Belgrade. The size of the Solidarity
Transfer is equal to 10% of the wage taxes of the City of
Belgrade. It is allocated to local governments through the
use of the complicated coefficients for development that
now divide municipalities into four groups. Unfortunately,
the 2011 introduction of the Solidarity Fund, and the ad-
justment of all transfers by the development index have
rendered the Serbian intergovernmental finance system in
general, and its equalization mechanism in particular ex-
tremely non-transparent.

As a result, the Standing Conference of Serbian Towns and
Municipalities is trying to once again amend the Law on
Local Government finance in order to return to its original
principles. Efforts to do this began in the first half of 2014
when the Ministry of Finance created a working group to
redraft the law. These efforts were postponed when the
Ministry of Finance resigned but were resumed in 2015.
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The Property Tax

The Property Tax in Serbia is regulated by the Law on the Prop-
erty Tax, the Law on Tax Procedure and Tax Administration, and
the Local Government Finance Law (LGFL). Until the LGFL came
into force on 1 January 2007, the tax was assessed, collected,
and enforced by the national government, but its yield was re-
turned to local governments on an origin basis. With the pas-
sage of the LGFL, local governments were made responsible for
administering the tax and were given the right to set tax rates
within limits set by the law. Local governments, however were
given two years to establish their own local tax offices and to
fully assume responsibility for administering the tax.

The Law on the Property Tax defines the types of properties
subject to taxation, who is liable for the tax, as well as the rules
governing exemptions and abatements. The Law on Tax Proce-
dure and Tax Administration regulates the grounds and man-
ners for assessment, collection and control of public revenues
and regulates rights and responsibilities of taxpayers, their
registration, tax offences and sanctions. This law also regulates
other types of tax obligations administered by the local gov-
ernment. Although, the laws regulating the property tax have
been reformed several times since 2009, local government of-
ficials have identified a number of gaps in the legislation.

Between 2006 and 2014 the yield of the property tax increased
from 0.27% of GDP to 0.70% of GDP. Much of this growth came
in 2014 and is associated with a grant program that provided
additional revenues to local governments who increased
property tax collection. The property tax now represents about
30% of local government own revenue and about 11% of total
revenues.

For legal entities and individual entrepreneurs keeping busi-
ness accounts the base of the property tax is the book value
of the real estate as presented on last day of the business year.
This value should be calculated according to the fair value
method as defined by International Accounting Standards.
Since 2013, municipalities can assess the market value of busi-
ness properties if commercial tax payers fail to abide by these
standards.
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For taxpayers who do not keep commercial books, the base of
the tax is the value of the real estate as determined by local
governments in accordance with the Property Tax Law. Local
governments must calculate the average square meter mar-
ket price for specific types of property in each of the locational
zones they establish. This value is then reduced by a depre-
ciation rate of 1% per year for the building, up to a maximum
reduction of 40%.

Owner-occupied residential properties are entitled to a 50%
tax abatement, up to a maximum limit of 20,000 RSD. Non-
urban properties of less the 60 square meters occupied by
persons over 65 years or age are entitled to a tax abatement
of up 75%.

Legal and physical persons owning property are liable for the
property tax, except in cases where the property is owned by
the Republic of Serbia, but used by other entities for commer-
cial purposes. In these cases, the user of the property is re-
sponsible for the payment of the tax. If publicly-owned prop-

I erty is used by the state authorities, local authorities, or users
established by them, these properties are tax exempt. Prop-
erties used for diplomatic and consular services, for religious
purposes, and for the provision of public utilities are exempt
from the tax, as are historical landmarks, roads and railways,
and, for five years agriculture and forestry land that is being
restored for its original use.

The Geodetic Agency of the national government maintains a
cadaster of all properties registered in the Republic of Serbia.
This Agency should share its data with local governments, but
historically cooperation has been poor. There are also prob-
lems with the data. As a result, municipalities maintain their
own property tax cadasters.

Local Governments are fully responsible for registering the
base of the tax, valuing properties, setting rates, issuing tax
bills and collecting the property tax, but within the limits set
by national legislation. The maximum tax rate on commercial
properties is 0.40% and for residential properties 0.30%. Lo-
cal governments have limited powers to enforce tax collection
and cannot deny citizens service for non-payment of the tax.
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Statistical Overview of Local Government Finance in Serbia 2006-2014

Local revenue as shares of total public revenue and GDP fell sharply between 2009 and 2011 as the national government dumped
some of its fiscal problems on to municipalities. Between 2012 and 2013 they recovered somewhat only to fall again in 2014.

Chart 89 Serbia Local Government Revenue as a Share of GDP and Total Public Revenue 2006-2014
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Local revenues have declined faster than those of the general government during the economic crisis. The rose faster than
those of the general government immediately before and after the 2011 national elections.

Chart 90 Serbia Fluctuations in the Revenues of the General Government and Local Governments
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Until 2012, about 40% of local revenue came from own-sources, 40% from shared taxes, 15% from unconditional grants,
and about 5% from conditional grants. In 2012, this balance was changed by a sharp increase in the local PIT share. Since
2012, reductions in the base and rate of PIT have reduced the yield of the tax for local governments and pushed the system
back towards its earlier composition.
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Own-revenue from Communal Fees and Charges has declined sharply since 2009 because the rate of the Property Transfer
Tax was cut in half and caps were put on the Business Sign Tax and the Land Use Fee before the latter was eliminated in
2012. The financial situation of local governments will worsen if plans to eliminate the Land Development Fee go forward.
Local governments have almost doubled the yield of the property tax since 2006.

Chart 92 Serbia Composition of Own Revenues 2006-2014 (mln EUR)
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Local government investment as a share of total expenditure remained stable during the worst years of the crisis because
of large infrastructure projects in Belgrade. But they have fallen sharply since and are now under 15%, low for the region.
Serbian local governments also spend a large share of their budgets on transfers to individuals and organizations (14%)
and subsidies to public utilities (12%), some of which is for capital investment. Debt service payments now account for
about 5% of total expenditure.
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Despite the financial difficulties of local governments, local wage spending has remained remarkably constant over the
last eight years. Investment spending has fallen considerable since 2012. 2014 saw a very sharp increase in property tax
collection, due in part to a grant program that incentivized collection.
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Slovenia

The Intergovernmental Finance System

The Slovenian intergovernmental finance system is built
around the origin-based sharing of personal income tax.
Revenue from this source has provided local governments
with more than 50% of their budget income since 2006.
Unusually for the region, local governments receive virtu-
ally no unconditional grants from the central government.
There is, however, a complicated mechanism for equaliza-
tion that works by computing for every local government a
“lump sum” per capita expenditure need that is supposed to
represent the costs of its statutory tasks. Those local gov-
ernments who PIT share is insufficient to fund this measure
of need are given additional increments of PIT.

Own-revenues constitute a falling share of total local gov-
ernment budgets and now account for just over 20% of lo-
cal revenues. Meanwhile, the share of conditional grants
has risen, as has income from borrowing.

In the first years of the financial crisis, Slovenian municipal-
ities didn't suffer from the overall down-turn. But In 2011,
municipal revenue declined 5.5% and total expenditure
fell 9%. In 2012, because of the persistence of the crisis,
Parliament adopted austerity measures which also affected
municipalities. On the revenue side, the national govern-
ment reduced the lump sum per capita need calculation
used to determine the share of PIT local governments re-
ceive by 3.7%. It also froze the national government’s share
of investment co-financing to the already reduced levels
of the previous year. On the expenditure side, the auster-
ity measures included a reduction in public sector wages.
But there was also anincrease in some social transfers. As a
result, municipal expenditures decreased by less than 1%.
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In 2012, the Government and the municipal associations
signed an agreement for 2013 and 2014 to further reduce the
lump sum per capita needs indicator used to calculate shared
taxes, essentially forcing municipalities to lower expenditures.
In 2013, additional fiscal consolidation measures placed new
expenditure burdens on municipalities. These included an in-
crease in the VAT rate, a rise in social transfers, and a further
reduction in the co-financing by the national government of
local investments. Only the state-mandated reduction of pub-
lic sector wages worked in the opposite direction.

At the end of 2013, the national government passed a new
Law on Real Estate Taxation. This Law called for elimination of
the Land Use Fee, a charge that had been completely under
municipal control and which generated 9% of local revenue.
It also transformed the Property Tax into a shared tax that will
be fully administered by the national government, and whose
yield will be divided 50/50 between local governments and
the state. Municipalities would no longer have the right to
determine the base of the tax, or to issue exemptions, though
they would retain the right to set the rate within centrally set
limits. As such the new Law on Real-Estate Taxation, would
have significantly reduced the fiscal autonomy of municipali-
ties. But the Constitutional Court ruled against the law and as a
result is was never put in force and the previous Land Use Fee
still remains valid.

The fiscal pressures generated by the financial crisis have also
led to proposals to consolidate local governments in order to
improve the economic efficiency of the public sector. The Min-
istry of the Interior, the competent authority for local govern-
ments, has stated that there are too many small municipalities
with limited governance capacities. In the summer of 2013, the
Ministry proposed a territorial reform that would have elimi-
nated all municipalities with fewer than 5,000 inhabitants in
2014, reducing the number of municipalities from 212 to 122.
After protests by mayors and criticism of the proposal by mu-
nicipalities, the associations, independent experts the propos-
al was withdrawn. Instead, the Ministry promised to develop
a more strategic approach to territorial reform that would
include objective analysis, wide discussion, and consultation.
This strategic approach is expected to be completed by 2018.




The Property Tax

The Property Tax in Slovenia was decentralized to local gov-
ernments in 1995 and is regulated by the Law on Property
Taxation since 1998. Local governments set property tax
rates within limits determined by law and are responsible
for registering and valuing properties. But due to the fact
that the tax is paid only by natural persons for residential
properties, and that the valuation and registration of these
properties is poor, revenue from the tax is very low and it
represents an unimportant share of local revenues (less
than 0.5 %). (Local governments however can impose a
Land Use Fee on all urban land. This fee is an original lo-
cal tax and represents an important share of local revenue
(about 9%, see above).

Between 2000 and 2005, the Ministry of Finance developed
a computer aided system of mass valuation and in 2013
promulgated a new law to regulate the property tax. This
law sharply raised valuations and recentralized the admin-
istration of the tax. It was however, fiercely resisted by local
governments and officially abandoned by the Ministry of
Finance in 2014.

Only buildings are subject to the property tax in Slovenia.
The value of residential properties are determined by lo-
cal governments on the basis of a methodology set by the
national government. Municipalities adjust square meter
base rates by coefficients for location, building age and
building quality. Owners and the official holders of use
rights to state property are liable for the property tax. Prop-
erty taxes used for diplomatic and consular services and
religious purposes are exempt from the tax, as well as state
and local government properties used for the provision of
public services. There are exemptions for owner occupied
dwellings.

The Surveying and Mapping Authority of the national
government maintains a central registry of all real-estate
holdings in Slovenia and this data is shared with local gov-
ernments. Local governments however, have built up their
own fiscal cadasters using data from the utility companies
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and the self-declarations of tax payers. Local governments
register properties, value them, and set rates within lim-
its determined by law. The Ministry of Finance however, is
responsible for issuing tax bills. Compliance is high, with
about 95% of taxpayers meeting their obligations regularly.
Simplified court procedures make it easy for local govern-
ments to garnish the wages of delinquent taxpayers.

REPORT | Fiscal Decentralization Indicators for South-East Europe: 2006-2014 || [l




I [ ] RePORT Fiscal Decentralization Indicators for South-East Europe: 2006-2014

Statistical Overview of Local Government Finance in Slovenia 2006-2012
The overall size of the local government sector in Slovenia increased from about 5% of the GDP in 2006 to close to 6% of

the GDP in 2009 and has remained at about this level since then. This suggests that the national government has been
distributing the costs of the economic adjustment reasonably fairly between levels of government.
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In the initial years of the Great Recession, the national government protected local governments’ share of public revenues.
Since 2010, however, it has shifted a disproportionate burden of fiscal stress onto their shoulders.

Chart 96 Slovenia Fluctuations in the Revenue of the General Government and Local Governments
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Slovenian local governments are heavily dependent on PIT sharing for most of their revenues. There is no general grant in
the system and local governments with weak tax bases are given additional increments of PIT. It is unclear how effective
this is in reducing horizontal inequities. Recently the share of conditional grants in the system have increased while the
share of own-revenues have fallen.
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The fall in the share of local own-revenues has been accompanied by significant changes in its composition: The Land Use and
Land Development Fees have been eliminated in favor of the Property Tax. As result, the share of own revenues coming from the
tax has increased, though absolute yields have remained stable. Slovenian municipalities also derive a large share of their own
revenues from asset sales and rentals, as share that has also increased with the central roll-back of other own-revenues.
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Between 2009 and 2013, the investment rate of Slovenian local governments dropped from 45% of total spending to 35%
before rising to early levels in 2014.
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Slovenia’s has combined robust local investment with low wage spending. Revenue from the Land Use Fee and the Prop-
erty Tax is better than most countries relying solely on the property tax but still modest.

[ EL @ LIS R Investment, Wages, Property Tax as Share of GDP 2006-2012
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Turkey

The Intergovernmental Finance System

The revenue entitlements of provincial administrations and
municipalities from the national budget are defined by Law
number 5779, passed in 2008. According to this law, dif-
ferent types of local governments are entitled to different
percentages of national taxes. Thus, 6% of national taxes
are earmarked for metropolitan municipalities, 4.5% for
district municipalities, 1.5% for other municipalities and
0.5% for special provincial administrations. Depending on
the type of local government between 60 and 70% of these
shares are returned to them on an origin basis.

The remaining 30-40% are gathered into grant pools specific
toeach type of local government and redistributed according
to two criteria, population and a development index. Eighty
percent of these pools are then allocated to local authorities
on a per capita basis and 20% according to the development
index. This index divides local governments into five groups,
with the least developed group getting 23% of the pool and
the most developed group gets 17% of the pool. Unfortu-
nately, all of these revenues are classified as shared taxes,
instead of being divided into shared taxes and unconditional
grants. Together they account for between 40% and 45% of
local government revenues, with revenues from own sources
accounting for a similar share and conditional grants making
up the difference of about 15%.

Conditional grants are generally used to help poorer ju-
risdictions. For example the Koy-des Program provides
additional support for villages and the Bel-des Program
provides support for small districts. These Programs help
villages and districts complete investment projects that
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they cannot complete themselves. They typically focus on
water-supply, sanitation and roads to urban centers.

Turkey’'s macroeconomic journey over the past decade can
be divided into three phases. The first came after the cur-
rency and banking crisis of February 2001 and lasted until
the global crisis of 2007-08. Most macroeconomic indicators
improved during this period. The public debt-to-GDP ratio
was halved from a post-crisis peak of 75%, while inflation
dropped from around 70% to single digits. Major reforms of
the banking sector affected all sectors and credit flowed back
into the economy. GDP per capita rose from about $4,000 to
almost $11,000 (in current U.S. dollars) in 2013.

The second phase began with the global financial crisis of
2008, during which Turkey’'s economy contracted by 5%.
But recovery came remarkably quickly. Significant policy
easing and an exceptionally low interest rate environment
athome and abroad allowed for growth to average 9% over
the next two years.

Now the country has entered a third phase. Growth has vis-
ibly slowed and the economy seems driven by the ups and
down of the Eurozone crisis and the decisions about quan-
titative easing taken by the United States Federal Reserve.
Public spending has quickened while private investment
remains sluggish, suggesting that the private sector-led
growth that Turkey’s government once liked to boast about
is losing momentum.

On March 30, 2014, Turkey held local elections for metro-
politan and district mayors, as well as for municipal coun-
cils in cities, and muhtars (village leaders) and “elderly
councils” in rural areas. The governing Justice and Devel-
opment Party took 43% of the vote, winning 818 of 1395
municipalities and 11,309 council seats. The opposition
Republican People’s Party came in second with 26% of the
vote, winning 232 municipalities and 4,320 council seats.

With this election, Turkey now has two distinct types of lo-
cal government structures: First, the old system continues
in provinces in which there are no cities whose populations




are larger than 750,000 inhabitants. In these provinces,
there are three basic types of local governments: small cit-
ies, special provincial administrations, and villages. Second,
in the 30 provinces where there are cities with populations
larger than 750,000, these big cities became metropolitan
cities while special provincial administrations and villages
were eliminated. As a result, the number of metropolitan
cities increased from 16 to 30, and in 30 provinces where
they exist there are only two forms of local government,
metropolitan cities, and the district cities underneath them.

The Property Tax

In Turkey, there has been a property tax since the time of
the Ottoman Empire. Until 1937, the Turkish Republic used
the Ottoman law on property taxation. It then adopted new
legislation, legislation which has not been amended since
1970. The tax is one of the most important taxes collected
by Turkish municipalities. Between 2006 and 2014 the to-
tal yield of the property increased from 0.25% of GDP to
0.31% of GDP. In 2014 the tax accounted for 13% of local
government own-revenues and 6% of total revenues.

The base of the property tax is the square meter value of
urban buildings and land adjusted for location, use and
building quality. Municipalities are legally required to
value properties every four years. Municipalities also must
value properties when agricultural land is rezoned as ur-
ban construction land. Valuation is done on the basis of
tax declarations filed by the owners and users of property.
Municipalities are also responsible for setting property
tax rates within the limits set by the national government.
These limits are currently 0.1% and .3% of assessed value
except in metropolitan municipalities within large agglom-
erations like Istanbul. In such metropolitan areas minimum
and maximum rates are double what they are elsewhere.

The legal owners of land and buildings, as well as those
with usufruct rights are liable for the property tax. If these
taxpayers do not file declarations, whoever is actually using

Network of Associations of Local Authorities of South-East Europe [ | [l

the property is liable for the tax. There is however, a long
list of properties and types of taxpayers who are exempted
from the tax. These include: all agricultural land; properties
owned by national and local governments; public univer-
sities; water, electrical and natural gas facilities; religious
institutions and cemeteries; embassies and consulates and
slaughterhouses. Pensioners, widows, orphans, disabled
people, single mothers, war veterans, and relatives of mar-
tyrs are also exempted from the tax.

The national government determines the methodology for
valuing property and sets minimum and maximum rates. It
also maintains a cadaster of all properties in the country.
This cadaster is managed by a department within the Min-
istry responsible for the Environment and functions well. To
official register the purchase of property and to receive a
deed for it, a transfer tax equal to about 2% must be paid to
the national government. All municipalities have access to
the national cadaster and can use it to identify properties
and owners within their jurisdictions. The national govern-
ment will also block the sale of properties until property
taxes are paid. It will also deduct property tax liabilities
from any payments that individual or firms are scheduled
to receive for work done under government contracts. In
2011, the national government forgave 50% of penalty in-
terest on unpaid tax liabilities and allowed delinquent tax
payers to spread out the payment of their debts over 36
monthly installments.

Municipalities are responsible valuing property, setting
rates with the limits determined by the national govern-
ment, and for collecting the property tax. The tax is paid in
two installments but there is no individual billing. Instead
tax payers are required to come to city hall to determine
how much they owe, and to pay the tax. Municipalities do
not have the right to deny citizens services for the non-pay-
ment of the tax.
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Statistical Overview of Local Government Finances in Turkey

Since 2005, local government revenue as a share of GDP has increased by about 1%, while it has remained more or less
stable as a share of total public revenues. This growth was not affected by the economic downturn of 2009. Local govern-
ment debt, including unpaid liabilities to suppliers, has also been stable at about 3% of GDP.
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The composition of local revenues has changed little between 2006 and 2014 except for a very recent fall in the amount of
conditional grants they receive for investment purposes.
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Local governmnet revenues have, however grown sharply in EUR terms since 2010. Since 2006, local governments have
increased own-revenue collection by 65%.

(i ET R OERITT (A Composition of Local Revenue 2006-2014 (EUR per capita)
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Local investment as a share of total expenditure declined slightly in 2009-10 rose again in the last two years and is again
above 35%. Wages as a share of total expenditures have also declined while expenditures on good and services have in-
creased. This suggests that many local governments are outsourcing the provision public goods to commercialized providers.

(ETGR R LT ' VA Composition of Expenditure in 2006-2012

100% - M Other

90% - M Grants and transfers
80% - I Goods and services
70% — Wages

M Investments

60% -

50% -

40% - 2% 19%

30% -

20%

10% —

0% -

2006 2007 2008 2009 2010 2011 2012 2013 2014
| N Network of Associations of Local Authorities of South-East Europe




Network of Associations of Local Authorities of South-East Europe [ | [l

Neither wages nor the yield of the property tax have increased as a percentage of GDP. Local public investment has re-
cently risen to about 2% of GDP, while outstanding debt has again risen to over 3% of GDP. But this is due more to unpaid
liabilities to suppliers and contractors than it is to bank debt.

(GET ORI (A Investment, Wages, Outstanding Debt and Property Tax as Shares of GDP 2006-2014
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PARTNER ORGANISATIONS

Organizations, institutions and companies that have given significant support to NALAS and its Member Associations are
recognized as NALAS Partners. Their support may include, but is not limited to lobbying for NALAS and its members, exper-
tise support and financial support. In addition, NALAS proved to be a valued asset for many of these partners, by providing
regional experience, guidelines or coordination of activities conducted in the member countries
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