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he seventh edition of the report cap-

tures the development of local finance

in South-East Europe (SEE) for the peri-
od 2006 - 2017, explores the most recent regula-
tory changes and compares the different coun-
tries and entities’ performance related to decen-
tralization. The EU 28 average respective indica-
tors have been unanimously accepted as the
benchmark for most of the comparisons. The pe-
riod covered also reflects the impact of the eco-
nomic crisis and its aftermaths.

The report has several purposes but the
most important one, expressed by the Lo-
cal Government Associations (LGAs), is to
provide guidance to the national counter-
parts while assessing various policy options
in municipal development. All of the countries
and entities are in fact very young democracies
despite the differences in social and economic de-
velopment - some of the countries are members
of the EU, the others are making steady progress
towards membership. At the same time, all of the
countries but one, have adopted the European
Charter of Local Self-Government of the Coun-
cil of Europe, which, already part of the national
legislations, is to guide the intergovernmental

dialog on local governance development. From
this prospective, the report’s findings and conclu-
sions might be a powerful tool for informed policy
choices and their possible outcomes.

The current edition of report puts more em-
phasis on service responsibilities of the lo-
cal governments in order to better describe and
explain both their financial positions and the level
of decentralization; and on local governments
own revenue raising capacities, identifying
the major developments and challenges faced by
local governments as regards the collection of lo-
cal taxes, fees and charges.

The region remains quite diverse in terms
of territorial organization - the number of sub-
national levels of governance varies from one to
three (BIH, Moldova and Turkey) in the different
countries. The total number of 1%t tier of local gov-
ernments (the closet to the citizens) is 7,002 but
varies greatly - from 23 in Montenegro to 3,181 in
Romania. In 2015, Albania, in line with attempts
elsewhere in Europe, reorganized its local govern-
ments sharply reducing the number of the 1t tier
units from 373 to 61. The average population of
1st tier local governments in SEE is over 19,000
and, compared to the EU28 average of 5,100,
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seems to be very favorable (other things being
equal) for decentralization efforts.

The SEE region follows the European trend
of concentration of people in the capital and
metropolitan cities but for a number of SEE
countries (Albania, Serbia, Macedonia and Monte-
negro) this trend is worrisome - over 20% of their
population live in the capital cities. The oversized
importance of capital cities poses a number of is-
sues outlined in the report and the reader should
be aware of capital cities’ impact while dealing
with national averages and per capita indicators.

The SEE region economy, measured by GDP
per capita, grew by 61% between 2006 and
2017, at an annual growth rate of 5.5%, thus
outperforming the EU28 average of 22%. At
the same time, the country specifics show a very
diverse picture due to two main factors: the dif-
ferent starting points and the impact of the eco-
nomic crisis of 2008-2009. For example, Moldova
has the highest cumulative growth of 220% but
still the lowest per capita income in both 2006
and 2017. In 2017, RS, Montenegro, Bulgaria and
Romania doubled the 2006 level. The two more
economically advanced, Slovenia and Croatia,
were the hardest hit by the crisis and reached the
pre-crisis level of 2008 in 2015 and 2016 respec-
tively, which, to some extent, explains their low-
est cumulative growth - 33% and 28%.

By comparing the weight of expenditures ac-
cording to the functions of government (based
on the COFOG! classification), the commonali-
ties and differences across countries become
clearly visible - the share of education of the mu-
nicipal budgets in Moldova, Slovenia, Kosovo and
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Bulgaria is between 40% and 60% - 2-3 times more
than the EU28 average. In Albania, Croatia and
Turkey, local governments spend on housing one
quarter to one third of all expenditures.

SEE local governments’ service responsibili-
ties over social sector functions (education,
health, social welfare and culture) vary sig-
nificantly: the municipalities in Kosovo pay for
services in all four social functions. In Romania,
Macedonia, Bulgaria, Kosovo and Moldova local
governments pay the full costs of the secondary
education. Similarly, in Romania and Kosovo lo-
cal governments pay for most of the costs of pri-
mary and secondary health care. In Montenegro,
they have no responsibilities in either education
or health, not even maintaining facilities.

The size of the public sector in the SEE region,
as measured by public revenues has stalled
at (36%) over the past decade, lagging con-
siderably behind the EU average (45.8% of
GDP). However, seven SEE countries and entities
have total public sector above 40% of GDP among
which Croatia, whose indicator equals the EU aver-
age. In Albania and Kosovo, it is below 30%.

In 2017, SEE local governments’ revenues
decreased by 0.4 pp when compared to 2015,
falling from 6.3% of the GDP to 5.9%. Also,
SEE local governments’ share of total public reve-
nues has decreased from 17.4% in 2015 to 16.9%
in 2017. The gap with their counterparts in the EU
still remains considerable: SEE local government
revenues (compared to the GDP) are only at 61%
of the EU average which is 10.7 % of the GDP.

The report reaffirms the previous conclusions
that there is no positive correlation between

The Classification of the functions of government (COFOG) was developed by the Organization for Economic Co-
operation and Development and published by the United Nations Statistical Division as a standard classifying the purposes of

government activities.
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the size of the total public sector and the
share of the local sector within it. For example,
despite the small public sector, local governments in
Kosovo lead in terms of their share of all public rev-
enues - 25.6%, followed closely by Romania (28.4%)
and Moldova (25%) and these three countries most
closely resemble those of the EU28. The rest of the
countries are further away from the EU average
both in terms of local revenues of GDP and of total
public revenues. These two indicators in Kosovo, Ro-
mania, Moldova, Macedonia, and Bulgaria are close
or above the SEE average mainly because their local
governments fund expensive social services such as
primary and secondary education.

The report reaffirms a negative trend (oppo-
site to the EU experience), i.e. the inverse
correlation between the extent of service
responsibilities transferred at local level
and the size of the public sectors. Among the
seven SEE countries with “small states” (public
revenue to GDP less than the EU28 and the SEE
levels), five have devolved the most of the social
sector functions to local governments. Despite
the slight improvement of some of the countries
indicators, no country in SEE is near the EU28
where can be seen both high levels of decentral-
ization and larger public sectors.

The data and the trends observed allow formulat-
ing the following main conclusions:

Maybe most importantly and worryingly, de-
centralization efforts have stalled and the gap
with the EU remains significant;

A number of countries (most notably Albania
and Turkey) have devolved additional service
responsibilities to the local governments with-
out expanding the public sector;

Both as a percentage of GDP and overall Public Revenues.

The countries with public sector above 40%
also have granted to the local governments
additional spending responsibility while keep-
ing the level of tax burden constant;

Some of the countries with public sectors
above 40% continue to expand it but the ad-
ditional public funds remain at central level,

The only exception to the above is Croatia where
the public sector increased significantly without
decentralizing service responsibilities.

The level of local fiscal autonomy has de-
creased: not only SEE local governments’
total revenues have decreased when com-
pared to 2015, but also the share of local
revenues over which they can exercise in-
dependent decision-making has decreased.
Between 2015, the share of own revenues for the
SEE region, on average, remained constant at
34% of total revenues. The share of block grants
increased by 50%, constituting 18% of total lo-
cal revenues in 2017 - mainly at the expense of
the shares of shared taxes and general-purpose
grants. These figures clearly show that the level
of fiscal autonomy has decreased and currently
SEE local governments on average can freely
decide only on half of their budgets. The nature
of the sectoral block grants is the main reason
for this negative trend - they arrive at local level
with the main spending decisions already taken
by the central government. In the countries that
have devolved social sector responsibilities to lo-
cal governments, the central government funds
them mainly through conditional grants.

The report provides an adequate analysis and
explanation of the intergovernmental finance
paradox: “as countries devolve social sector
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functions to local governments, local govern-
ments typically become more financially de-
pendent on their national governments than
before”. EU local governments provide social ser-
vices that are similar to those provided by SEE local
governments. However, the implementation of the
subsidiarity principle, requiring that public services
should be delivered by the public bodies that are
closest to the citizens, is very different in the EU and
SEE. Sectoral block grants - that are overly used in
SEE - prohibit the implementation of this principle
by centralizing service delivery authority. In addi-
tion to limiting local autonomy, as a side effect, mi-
cro managing at central level via block grants works
against the effective use of the funds and hides the
build-in deficiencies such as reginal disparities.

As regards the issue of social sector func-
tions, the report finds that it is necessary to:
strengthen intergovernmental dialogue and
consultation, and eventually introduce Indepen-
dent Fiscal Institutions as key counterparts in the in-
tergovernmental dialogue; shift towards costing
standards in the process of overall valuation and
allocation among local governments of the sectoral
block grants; and increase accountability at lo-
cal level by built-in incentives for achieved perfor-
mance targets in each of the social sector services.

The composition of local own revenues is a
key indicator for fiscal autonomy, regardless
of the size of the local public sector. Despite
the continuous reduction, Montenegro is still the
region’s champion with an own-revenues’ to total
revenues share of 68% in 2017. At the other end
of the spectrum is Moldova, which still has the
lowest share of sub-national revenues of the total
(12%). In term of revenue composition, Bulgaria
has the highest share of property tax revenues -
40% of total own revenues. In Romania, the share
of the fees tripled since 2006 and reached 60% in
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2017 mainly at the expense of the asset revenues
and, to a lesser extent, to the tax revenues. In
2017, own revenues in two countries declined in
real terms compared to 2016. Transfers from the
central government offset most of this decline
with the exception of Macedonia.

The share of own revenues from local taxes,
fees and charges has decreased in many SEE
countries. Compared to 2006, the share of local
own-revenues has decreased from 38% to 34%. In
seven SEE countries, the share of own revenues to
total local revenues has decreased when compared
to 2006; in four of these, the share of own revenues
in less than in 2009 - while the others that have
recovered to the pre-crisis levels the recovery has
been slow and with significant fluctuations from
year to year; compared 2015, the share of own rev-
enue is smaller in six of the SEE countries.

Local governments powers to set and col-
lect taxes, fees and charges are reduced. In
Albania, the Small Business Tax was eliminated
between 2014 and 2015, while more recently, the
national government has granted tax exemptions
to particular categories of businesses, without
necessarily compensating local governments for
this revenue loss. A similar situation is noticed in
Moldova, where local governments powers over
taxes on economic activities (income and wage
taxes) have been removed and a number of tax-
payers were granted tax exemptions and reduc-
tions. In Montenegro, while local governments
have lost important own revenue sources as a
result of legal changes and the aftermath of the
global economic crisis, more recently, certain line
ministries are in practice limiting the implementa-
tion of local government powers over the land de-
velopment fee and the communal fee. In Serbia,
the government eliminated the Land Use Fee, the
second most important source of own-revenue.

|:| Network of Associations of Local Authorities of South-East Europe
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The revenues from the property tax have
increase significantly almost everywhere in
the region. In 2006, property tax revenues con-
stituted only 0.34% of the SEE region GDP and 5%
of public revenues. In 2017, it constitutes 0.48%
of the GDP and 9% of public revenues. Tradition-
ally this report puts a separate accent on prop-
erty taxation for two reasons: 1) its potential sig-
nificance for the local governments finance, and
2) promoting more equitable and fair taxation of
property of the individuals and the business. De-
spite the good results, the European history shows
that the property tax revenues’ importance in SEE
will be much smaller than the PIT (sharing or local
surcharges) or even asset management revenues.

The major challenges facing most SEE local
governments in terms of own revenue gen-
eration are: the frequent and continuous
amendment of the legal framework; outdat-
ed fiscal registers of their tax base (buildings,
land, transactions etc.,) and tax payers; weak tax
compliance and weak tax enforcement mecha-
nisms. On the other hand, the significant differenc-
es in the performance of individual local govern-
ments within each of the SEE countries seems to
confirm that the commitment of national and lo-
cal policymakers is crucial when it comes to the ef-
fective implementation of the local tax legislation.

SEE local governments spend a third of their
budgets on labors costs’ which is almost equal
to the EU. However, in countries with decentral-
ized social sector this percentage goes up to 60.
SEE Local governments, on average, invest
twice as much as their counterparts in the
EU, in terms of the share of investments to local
budgets. This is true for each of the SEE coun-
tries and entities. There are various factors for
this phenomenon among which the fact that local

governments in SEE often pay directly for invest-
ments when in Europe they are financed mainly
through utility tariffs. The greater decentraliza-
tion of social sector functions within the EU re-
quires higher operating costs, which depress the
share of expenditure going to investment. And
most importantly, traditionally in the EU, more
public investments are made at local than at cen-
tral level - 55% in 2014.

In SEE countries the state is the ultimate
investor in infrastructure; only in Slovenia lo-
cal governments’ share in public investments is
higher than the one of the central government.
The data shows that public investment in SEE is
heavily centralized. In the EU, the state and the
municipalities have almost equal shares of the
public investments.

The European Maastricht Treaty’s thresholds for
total public debt and annual budget deficits (less
than 60% and 3% of GDP respectively) are the basic
macro against which guide the SEE overall frame-
work for public borrowing. Compared to 2015,
the level of public indebtedness goes down
by 4pp to below 50% and the budget deficit
is cut by half but still negative - 1.2% of GDP.

The consolidated public debt in Albania, Cro-
atia, Montenegro, Serbia and Slovenia con-
tinues to exceed the Maastricht Treaty limit.
Serbia, however, improved considerably its budget
balance and decreased substantially its debt over
the past 2-3 years. A number of countries with low
level of debt but with budget balancing problems
improved their standings (Macedonia, Kosovo and
Moldova) while Turkey and Romania’s deficits in-
creased. The only country that has not improved its
indicators since 2015 is Montenegro® - above the
two thresholds with staggering budget deficit of -7%.

Because of borrowing for the construction of an important highway.
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While assessing local governments prospective for
investment borrowing a key fact should be taken
into account - the vast majority of public debt is
taken by the national government - local gov-
ernments’ share in SEE is merely 1.8% of the
total. RS (BIH) and in Montenegro are the only ex-
ceptions with ratios of 4.2% and 3.9% respectively.

For the five SEE countries with public debt
to GDP levels above the 60% limit, it is un-
likely that the respective central govern-
ments will stimulate more local borrowing;
at the same time the option for more local bor-
rowing at the expense of the central one (thus
not increasing the overall public debt burden) is a

This report has been prepared by the Fiscal De-
centralization Task Force of the Network of Asso-
ciations of Local Authorities of South-East Europe
(NALAS). It is the seventh 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 (SEE).

The first edition was published in March 2011 and
covered the years 2006-2010. This edition cov-
ers the period 2006-2017 and, compared with the
previous one, includes data for both 2016 and
2017. As before, the report tries to both capture
regional trends, and major developments in par-
ticular countries/entities.

]
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viable policy option. For all of the other countries
there is plenty of room for prudent local borrow-
ing; which should be encouraged having in mind
the needs for adequate infrastructure. This is the
case especially in Moldova, Albania, Macedonia
and Kosovo where local governments practically
do not use debt instruments.

In addition to the previously formulated measures
for stimulating the borrowing, this edition pres-
ents the pool-financing concept, which is widely
applied in the advanced economies. In its es-
sence, this is a process of merging the borrowing
needs of several local governments and issuing
debt as a single entity.

The report consists of four sections. The first re-
views the data used in the report and discusses
some basic methodological issues. The second
begins with a presentation of the structure and
functions of municipal governments in the region.
The third section examines selected indicators of
macro-economic performance and fiscal decen-
tralization. The fourth section focuses on the evo-
lution of intergovernmental finances in each NA-
LAS’ member country or entity. Data, Terms, and
Methodological Issues

Network of Associations of Local Authorities of South-East Europe
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Data, Terms, and
Methodological Issues

The data used in the report has been provided
mainly by NALAS members and comes from their
respective Ministries of Finance, Central Banks,
Statistical Agencies. The data was checked for
consistency and compared, where possible, with
similar data from Eurostat -- the statistical agen-
cy of the European Union-- and other sources. For
data which is beyond the scope of municipal fi-
nance (GDP, national budget surplus/deficit, pub-
lic debt, population etc.), the primary data source
is Eurostat and the World Economic Outlook of
the International Monetary Fund and, if missing, -
the national official sources.

Comparing intergovernmental finance systems
however is never straightforward because of dif-
ferences in how sub-sovereign governments are
organized, what they do, and how they 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 reason-
able comparisons with imperfect data.

Levels of Government: The report’'s primary
object of analysis 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 re-
ferred to as municipalities.

What Municipal Governments Do: Throughout
SEE, municipalities and communes bear primary
responsibility for maintaining and improving lo-
cal public infrastructure. This includes local roads,
bridges, and parks, as well as water supply and
sewage treatment, garbage collection and dis-
posal, public lighting, local public transport, and
district heating.

In a number of countries/entities, however, local
governments are responsible for delivering im-
portant social sector services, particularly in edu-
cation, but also in some places, healthcare. The
degree to which local governments are respon-
sible for social sector services has a profound ef-
fect 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 is-
sues in greater detail in the next section.

Important note: The Eurostat data for the
sub-national level in Croatia include the
wages of schoolteachers and some others
employed in local institutions even though
the national government pays these wages.
The data, provided by the LGAs, excludes
them, which should be taken into account
throughout the various financial data, ratios,
charts and comparisons in the report.
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Population: The use of correct and most recent
population data is of crucial importance for all per
capita indicators. There is a variety of sources
which data greatly varies mainly because of the
purposes the data is generated and used. The ini-
tial focus on the census data had to be reassessed
because of increasing time-gaps with the current
situation, which cannot reflect the profound demo-
graphic changes. We prioritized the data sources
for each country and entity in the following way:

Primary source - EUROSTAT,;

National Statistics - census or most recent
data if available, and

Data used for the transfers systems - from the
Local Government Associations’ (LGA) input.

Gross Domestic Product (GDP): We have used
the GDP figures from EUROSTAT or calculated by
the respective Ministries of Finance of each coun-
try 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
Ministries of Finance and Central Banks.

Consolidated Public Revenue of the General
Government: To compare the relative importance
of local governments across settings we have gen-
erally used revenues - and not expenditures - as a
share of the consolidated finances of the General
Government. This is because: 1) data on revenues
tends to be more consistent than data on expendi-
tures at the subnational level, and 2) the revenue
side has direct impact on the fiscal autonomy. By
General Government Revenue, we mean the to-
tal revenues of the national government and its
agencies, including the revenues of social, pen-
sion and health security public funds and those of
subnational governments. For local governments
we have excluded proceeds from borrowing.

]
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General Grants: In most of SEE, local governments
receive freely disposable (unconditional) General
Grants from their central governments. In some
places, the size of the relevant grant pools is legally
pegged to some national macroeconomic indicators.
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 lo-
cal governments on an origin basis.

Conditional and Block Grants: Throughout SEE,
local governments receive grants from higher
level governments which they can only be use for
particular purposes. We refer to these as Condi-
tional Grants. Grants that are designed to help lo-
cal governments fund a particular function (such
as primary education), but which they are free to
spend across that function as they see fit, we re-
fer to as Block Grants. In many places however,
the “block” function of Block Grants is limited
due to other centrally imposed constraints on lo-
cal spending. In the extreme, some “Block Grants”
(particularly for primary and secondary education)
make local governments little more than paying
agents of the national government.

Shared Taxes: In most of the region, local govern-
ments are entitled to shares of national taxes gen-
erated in their jurisdictions (origin-based tax shar-
ing). The most important shared tax is usually the
Personal Income Tax (PIT), which is also usually ac-
counted for officially as a Shared Tax. The Property
Transfer Tax is also often shared (100%) with lo-
cal governments but is usually misclassified as an
own-revenue. In a few places, the recurrent prop-
erty tax is shared between levels of government
and in Romania, a small fraction of the Corporate
Income Tax is shared with regional governments.
In Macedonia the state shares with the municipali-

Network of Associations of Local Authorities of South-East Europe



Network of Associations of Local Authorities of South-East Europe |:|

ties the central proceeds from VAT, state-owned
agricultural land lease and concession payments.

Own-Source Revenues: 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, licenses, and the issuance of official docu-
ments. Typically, the most important local tax is the
Property Tax, though it is often not the single-larg-
est source of own-revenue. Montenegrin and Croa-
tian municipalities can impose local surcharges on
PIT. In many places, the regulation of local fees and
charges is weak, allowing local governments to use
them as quasi-taxes. Particularly important 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 region however, the Land De-
velopment and Business Registration fees are be-
ing 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.

EU members in SEE

Measuring and evaluating the different aspects of
decentralization is supposed to reflect exclusively
the national efforts in this regard. The appropri-
ate fiscal indicators should not be “contaminated”
by external, non-domestic, factors. For countries,
that are members of the EU (Bulgaria, Croatia, Ro-
mania and Slovenia), one such factor are the EU
funds which flow primarily to the local level. Ideally,
the data we have from member Association would
clearly identify these grants flows. But, unfortu-
nately, this is often not the case, and in a num-

Important note: The local revenue data
might be problematic because different places
account for different revenues in different
ways, and because in some places accounting
classifications have changed over time. The
classification of shared taxes is, maybe, the
most misleading because of its substantial
share of all local revenues. For example, in
most places, only shared PIT is considered a
Shared Tax, with shared Vehicle Registration
and Property Transfer Taxes misclassified as
Own-Revenues.

In Turkey, some shared PIT revenues are ac-
counted for as Unconditional Transfers while
in Slovenia some Unconditional Transfers are
accounted for as shared PIT. Meanwhile 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 income and
not just from the centrally set shares. Finally,
in most places we cannot separate Condition-
al Grants for specific investments or programs
from Block Grants for social sector functions.

ber of countries EU grants are simply not included
in the national data we have or, if included, not
separated from the domestic revenues. As a re-
sult, for the countries that are EU members, there
are differences in the data we have on subnational
revenues and expenditures and those reported by
the EU. In some countries, these differences (es-
pecially significant in 2015) amount to between 1
to 3% of GDP when local government revenues or
expenditures are calculated as a share of GDP.
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Overview of Local Governments
in South-East Europe

Number and types of sub-sovereign governments

Table 1 presents the numbers and types of sub-sovereign governments in NALAS- member countries or
entities. For the sub-sovereign levels marked in red in the table, no financial data are available so the
respective country indicators do not include them.

Table 1: Numbers and Types of Sub-Sovereign Governments

Albania
Bosnia Herzegovina
FBiH

RS

Bulgaria
Croatia
Kosovo
Macedonia

Moldova

Montenegro
Romania
Serbia
Slovenia

Turkey

]

NALAS Levels of Types of Number of
Member Sub-Sovereign Sub-Sovereign 1= Tier
Government Government Municipalities
AAM 2 Counties (12); Municipalities 61
3 Entities; Cantons (11); Municipalities 144
SOGFBIH 2 Cantons (10); Municipalities 80
ALVRS 1 Municipalities 64
NAMRB 1 Municipalities 265
UORH 2 Counties (21); Municipalities/Communes 556
AKM 1 Municipalities 38
ZELS 1 Municipalities 81
P fulonerots PoMince (u Reglons (32);
UMMo 1 Municipalities 23
FALR, ACoR 2 Counties (41); Municipalities/Communes 3,181
STCM 2 Autonomous Provinces (2); Municipalities 145
SOS 1 Municipalities 212
Provincial Self-Governments (51)
MMU 3 Regional Self-Government (793) 1,398

Municipal and Communal Self-Governments

Network of Associations of Local Authorities of South-East Europe
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Bosnia and Herzegovina (BiH) is the most com-
plicated and has four-plus levels of government:
1) The state of BiH 2) Two entities: Republic of Srp-
ska (RS of BIH) and the Federation of Bosnia-Her-
zegovina (FBiH of BiH) - plus the Brcko District;
3) Cantons in FBiH (BiH); and 4) municipalities in
both entities, 80 in FBiH and 64 in RS. In FBiH, the
entity level government is small and the cantons
receive the lion’s share of public revenues and
provide lion’s share of public services, at the cost
of both the entity government and local govern-
ments. The financial data used in the report for
local governments in FBiH does not include the
revenues or expenditures of Cantons.

Albania and Croatia both have democratically
elected county level governments. In Albania, the
qarks (counties) play a very limited role while in
Croatia the 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 gov-
ernment: 1) The autonomous province of Gauga-
Zia 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 con-
trol over the budgets of municipalities and com-
munes. This blurs the distinction between 1%t and
2nd-tier governments in Moldova, as well as the

distinction between local governments and the
territorial arms of the national government. Be-
cause education and other social sector functions
are still at the raion level, Moldova appears to be
a highly decentralized small state but in fact re-
mains quite centralized.

Romania has two levels of sub-sovereign govern-
ment, communes and municipalities on the one
hand and counties or judets on the other. Judets
play a more important role than their counter-
parts in Albania or Croatia, particularly because
of healthcare. Nonetheless, communes and mu-
nicipalities are the fiscally weightier level of gov-
ernment.

In the report, the local revenue and expen-
diture data for Croatia, Romania, and Mol-
dova include both communes and munici-
palities, and 2md-tier local governments at
the county or regional level.

Serbia has two levels of sub-sovereign govern-
ment: 1) provincial and 2) municipal. The finan-
cial data in the report is only for municipalities.

Turkey has three levels of sub-sovereign govern-
ment: 1) Provincial Self-Governments, 2) Regional
Self-Government and 3) Municipal and Communal
Self-Governments. Only the last one is considered
1st tier local government but the data on subna-
tional finance covers all of them.

The Average Population of Municipal Governments

’

Forthe 11-year period since 2007, the SEE countries
population increased by 7.6 million and reached
135 million in total. The increase rate is twice the
one in the EU28 (2.8%). Individually, countries, of
course, perform differently: the population of only
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four countries increase - Slovenia, Montenegro,
Macedonia and Turkey. Turkey alone adds over 11
million, which explains most of the increase for the
region. The biggest nominal declines are registered
in Romania (1.6 million), Bulgaria (over 0.5 million)

15



I [ | REPORT | Fiscal Decentralization Indicators for South-East Europe

and Serbia (0.4 million). Relatively to the popula-
tion in 2007, the sharpest declines are in Kosovo
(16%), BiH (8%) and Romania (7.6%).

The average population of 1% tier municipal gov-
ernments differs significantly across SEE. As can
be seen from Chart I, Moldova has the small-
est municipal governments, averaging less than
4,000 inhabitants. Municipalities in Romania, Cro-
atia and Slovenia are also relatively small, averag-

ing less than 10,000 inhabitants. After the admin-
istrative reform in Albania, significantly reducing
the number of 1t tier local governments (from 373
to 61), their average size jumped to over 47,000
thus joining Turkey, Kosovo and Serbia which have
similar average sizes (above 40,000). Nonethe-
less, the average size of municipalities in the re-
gion (roughly 20,000) is significantly larger than
the average for the EU (approximately 5,100).

m Average Population of 1st Tier Local Governments

60,000

50,000

40,000

30,000

20,000

10,000

57,804

46,935 47,054 28,286

25,621 26,604 27059 27,313
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The diversity among SEE countries in no surprising
at all - the EU is quite diverse as well - of almost
100,000 municipalities in the 28 Member States,
nearly 80% are located in just five countries: 41%
in France, 13% in Germany, 9% in Spain and Italy
and finally 7% in the Czech Republic. From this
prospective, countries such as Austria, Hungary,
Cyprus, the Czech Republic, France and Slovakia,
are very similar to Moldova and Romania - below
6,000 inhabitants on average per municipality. On
the other end of the spectrum Kosovo, Albania,
Serbia and Turkey, resemble the United Kingdom,
Lithuania, Denmark and the Netherlands with
over 40,000 inhabitants per municipality.

In each country the number of sub-national tiers,
the number and size of local governments and
service provision responsibilities assigned to
them, are the result of many factors including his-
toric traditions and the level of democratic devel-
opment. It is hard to find clear proofs of the notion
that jurisdictional fragmentation is an obstacle
to decentralization - the experience of countries
such as Hungary and the Czech Republic are ex-
amples of the opposite. On the other hand, there
are attempts throughout Europe, especially after
the economic crisis, to optimize the local sec-
tor either by municipal mergers or by encourag-
ing various forms of inter-municipal cooperation.
This new policy is driven mainly by the need to

tackle issues such as high administrative costs,
weak tax bases and human capital shortages as-
sociated with small local governments. This trend
can be seen in Greece, Germany, Ireland, Finland,
Norway, Albania and other countries.

The increasing concentration of people in the capi-
tal and metropolitan cities poses a number of so-
cial, economic, administrative and development
issues, which, in general, work against decentral-
ization. This trend is not unique for SEE only - dur-
ing the period 2008 to 2017, the population of the
capitals in EU 28 increased by 6.6% - more than
twice than the total population increase. Chart 2
shows that the share of EU 28 capital cities’ popula-
tion reaches 17% of total.” The 10% ration for SEE
as a region reflects similar trends, ranging from be-
low 10% in Turkey and BiH to above 20% in Albania,
Serbia, Macedonia and Montenegro. Almost 20% of
the population of Turkey lives in Istanbul metropoli-
tan area and despite not being Turkey’s capital, this
concentration also should be taken into account.

If we detach the capital cities, the average popu-
lation of the other local governments will be much
lower (and much closer to the real status of the
typical municipality). For example, in this case
(Belgrade excluded), the average size of the Ser-
bian municipalities would be 37,500 inhabitants
- almost 11,000 inhabitants less.

The data accounts for the population if the metropolitan regions around the capital cities thus not limited to the administrative

boundaries of the capital cities.
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m Percentage of Population Living in Capital Cities

35%
30%
25%
20%
15%

10%

0,
5% 10% 11% 10 1% 1
0 9% 10% °

0%

17%

30%

24%
23%
20%
17 18% 19%

The oversized importance of capital cities in the
region skews economic activity towards a single
metropolitan area(s)°. This creates several chal-
lenges to decentralization and the overall local
government development:

For an increasing number of smaller local gov-
ernments, it is not uncommon that the local
administration (including its financially depen-
dent units such as kindergartens and schools
or the municipal companies) is the major em-
ployer;

In the countries with negative population

growth, the quality of the municipal staff de-
teriorates due to the competition from the pri-

> Three metropolitan areas in Turkey - Istanbul, Ankara and Izmir.

]

vate sector i.e. two sectors compete for a de-
creasing number of skilled labor force;

As a consequence, major shifts in needs for

public services are registered - the pressure
for social assistance increases while the own
revenue base shrinks;

Both national and local governments face a
growing dilemma:

On one hand, capital cities produce the li-
on’s share of GDP and public revenues;

On the other, the obvious public need (but
not politically obvious) to allocate less
transfers to the capital cities while increas-

Network of Associations of Local Authorities of South-East Europe
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ing the funding for the rest of the country
from which the population is migrating.
The typical example is the local infrastruc-
ture - maintaining it is not closely related
to the population using it.

The Dynamics of the Gross Domestic Product

Chart 3 presents GDP per capita for all NALAS
countries and entities in 2006 and 2017, as well
as their cumulative growth rates for the period.
The region’s growth of over 60% looks like a good
achievement - average annual growth of 5.5%.
But again, going deeper in the country specifics
and international comparisons, there is consider-
able variation across the group in both relative
wealth and GDP growth. Moldova has the lowest
per capita income in both 2006 and 2017 despite
its considerable (the highest in SEE) cumulative
growth of 220%. Starting from a very low base,

One of the good, non-partisan, ways to resolve
this issue is to adapt and improve periodically the
equalizing transfers based on objective and easy-
to-measure indicators for both the local needs
and the available local revenue base.

even with this remarkable growth, the 2017 level
is one third of SEE average and 11% of the group’s
“champion” - Slovenia. A number of countries dou-
bled the level of 2006 -Montenegro, Bulgaria and
Romania, which just overpassed Croatia’s level
of 2006. The two richest countries, Slovenia and
Croatia, have the lowest accumulative growth -
33% and 28% respectively. Turkey’s and Serbia’
growths are very close to SEE average. Compared
to SEE, EU28 grows much slowly, at 2% per year,
but only Slovenia’s 2017 performance is close to
EU’s 2006 level and all of the other lag far behind.

Chart 3 Chart 3 GDP Per Capita in 2006 & 2017 and GDP Growth 2006-17*
- 10,
35,000 219% 20,000 250%
Sl - 200% e 2017-
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20,804
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0,
% 88% 98% o196 GDP/PC
15,000 86% 8% 5o 77% 81% 54%11,938 - 100%
68% o 9,5619,3p6 61%
o o 6,808 6,890 7,272 Cumulative
5,2554,857 | L 509 Growth
5000 2,397 3508 #3864,0404,556 4752 2%/, | 2% 2006-2017
(right axis)
0%
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Some of the variation in economic performance
can be explained by the different ways the coun-
tries and entities of the region experienced the
economic crisis of 2008-2009. Slovenia, the hard-
est hit (-7.8% for 2009/2008) reached the pre-
crisis level (2008) in 2015 and for the next two
year grows at 3.7% and 6.7% respectively. Croatia
recovered a year later, in 2016 and grew by 5.4%
in 2017. Romania and Turkey, both less severely
hit, recovered quickly in 2013 and demonstrate
the highest growth in 2017 - 6.9% and 7.4% re-
spectively. Moldova recovered quickly during the
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period; in 2015 its GDP was slightly negative but
since then it grows steadily - 3.6% in 2017. Serbia,
moderately hit, grows a bit faster - 4.3% in 2016
and 6.1% in 2017. The least affected by the cri-
sis countries are Macedonia, Albania and Kosovo.
Here, growth was slow immediately after the crisis
but accelerated the last two years (3-4% per year).

Various studies® show that the EU membership and
the flow of its funds into the national economies of
the new members add approximately 1 pp to the
GDP. From this prospective, they are important but
no decisive for good economic performance.

® Seventh Report on economic, social and territorial cohesion, European Union, 2017; The Future of Cohesion policy, The Council

of European Municipalities and Regions position paper, 2017
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Basic Indicators of
Fiscal Decentralization

The most straightforward indicators of the relative importance of local governments in
a country’s governance structure are local expenditures and revenues as shares of total
public expenditures and revenues, and as a percentage of GDP. Their significance, however,
depends on both the functions that local governments are responsible for and what revenue sources
are assigned to them.

To make reasonable judgements about the role of local governments in a given country
it is important to know 1) what functions they have been assigned, and in particular, 2)
whether they are paying the wages of teachers, doctors or other social sector employees.

Table 2: Functional Allocation of Expenditures - share of total in % in 20178

SN Countries g AL FBiH RKS’

General Public Services 12 19 50 12 23 9 29 9 11 26 14
Public order and safety 1 0.5 2 2 2 2 4 0.2 1 0,4 3
Economic affairs 8 25 9 5 19 11 21 10 15 22 12
Environmental protection 0* 0* 3 0 4 4 11 04 4 3 5
Housing and community amenities 11 29 16 2 25 5 24 9 7 12 4
Health 3 0.1 0 16 1 12 1 1 17 1 14
Recreation, culture and religion 6 3 6 2 10 8 6 6 7 8 5
Education 40 16 5 60 10 38 4 56 23 23 17
Social protection 7 8 7 2 6 12 1 8 14 5 25

’ Data for 2016
¢ Data are based on SCTM assessment based on SCTM internal analysis.
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Source: Eurostat, National Ministries of Finance, Local Govern-
ment Associations; *Data for 2016

Some answers to the first question can be found
in the following table, presenting the weight of
expenditure according to the Classification of the
Functions of Government (COFOG)°. The variety
among countries is clearly visible and is due to
various factors, among which could be noted the
local traditions and the legal framework, guiding
the service responsibilities, and, to some extent,
the fact, that for some of the countries'® the data
include all sub-national levels.

Despite the variety and the funding sources, the
function, which has the greatest significance for
the local governments, is primary and second-
ary education. In Moldova (all sub-nation levels
included) and Kosovo its share is 60%; in Slovenia
and Bulgaria - around 40%. The other countries
have lower but still significant shares in funding
the education. The only exception is Turkey where
the state funds directly the education system.

The function of General Public Services generally
includes the costs for managing the local author-
ity - municipal officials’ salaries, public building
maintenance etc. The costs associated to this
function can serve as a proxy of the costs of the
local administration within a country. The figures
vary between 9% and 50% against the 14% av-
erage for the EU28. The costs associated to this
function can serve as a proxy of the costs of the
local administration within a country although ad-
ditional factors such as number and composition
of the municipal administration, units funded out
of this function have to be taken into account also.
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The function of Environmental Protection, gen-
erally includes the costs of waste management,
wastewater management etc., functions which
are regularly performed by SEE local governments.
On the other hand, the table shows that the share
of expenditures dedicated to this function is either
below or well below the EU average of 5%, except
for Turkey. In Bulgaria, Albania, Kosovo and Moldo-
va, the share seems to be close to zero, although
it should be noted that, in the case of Albania and
Bulgaria, the costs of waste and wastewater man-
agement are ill accounted in the function “Hous-
ing and Community Amenities”.

The Housing and Community Amenities function
highest shares of 1/3 to % of all expenditures in
Albania, Croatia and Turkey. In Kosovo, this activ-
ity is insignificant for the local governments, simi-
lar to the 4% in EU 28.

Maybe the most important difference between
the EU and SEE is the role of the local govern-
ments in social protection. In the EU, these form
25% of the expenditures of the EU while in SEE
the share is much smaller - up to 14%; in Kosovo
and Turkey local governments practically are not
involved in this social activity.

If we go back to examine the way the EU coun-
tries responded to the economic crisis, one of the
lessons learned is that in countries with high level
of decentralization, the safety net for the most
vulnerable people, managed and funded at local
level, was crucial for absorbing the negative fi-
nancial impacts.

The second question about the wage costs associ-
ated with education, health and to a lesser extent,

The Defense function is omitted because of its insignificance (0% - 0.1%). *In Albania and Bulgaria, the expenditures for
Environmental protection are accounted as part of the Housing and Community Amenities function. 3. For some of the

countries, this data is not available.
See Table 1 above.

]
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social welfare services has its own importance, be-
cause they are so big that they inevitably change
the nature of the intergovernmental 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 sec-
tor functions to local governments fundamentally al-
ters the nature of intergovernmental fiscal relations.

In short, if the full costs of running schools or hospi-
tals are devolved to local governments, then they
must be given large grants by the national govern-
ment because there is no way that these services
can be financed by locally raised revenues. Equally
important, they cannot reasonably be financed by
shared taxes. This is because the proceeds from
robust taxes such as the Personal and Corporate
Income Tax are highly skewed towards a limited
number of economically advanced jurisdictions,
but the services that need to be financed are ev-
erywhere. Worse, the costs of providing many of
those services actually go up in the poorest places
(think small schools in rural setting or elderly peo-
ple needing personal assistance at home), just the
opposite to the tax revenues generation potential.

Table 3 summarizes four social sector functions
assigned to local governments in the region
where the rows with data about the wages are
highlighted in grey. Other activities like fire pro-
tection, irrigation and forestry are also included

because of their importance for the local govern-
ments in some of the countries. It should be noted
also that the Social Welfare group contains a wide
variety of specific services and nowhere are all of
them provided at local level - in most of the cases
municipalities fund some of them. The data do
not take into account important aspects of the ex-
penditure assignments such as levels of authority
to: 1) determine whether a service is required; 2)
determine the service policies and standards and
3) organize the service delivery. It simply shows
if local governments pay for these.

The municipalities in Kosovo pay for services in all
four social functions. In Romania, Macedonia,
Bulgaria, Kosovo and Moldova local gov-
ernments pay the full costs of the second-
ary education (pre-, primary and secondary
schools). Similarly, in Romania and Kosovo local
governments pay for most of the costs of primary
and secondary health care. Kosovar municipali-
ties pay also for all of the listed social welfare
activities. Other things equal, 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.

See Education at Glance, OECD Paris 2013, pp 193, 218, 240-48.
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Table 3: Local Government Social Functions

FBIH RS
(BiH)

BG AL RKS HR MK MNE RS

(BiH)

Education

Maintenance of Pre-school Facilities X X X X X X X X X X* | X X
Payment of Pre-school Wages X X X X X X X X X X X
Maintenance of Primary School Facilities X X X X X X X X X* | X X
Payment of Primary School Teachers Wages X X X X X
Maintenance of Secondary School Facilities X X X X X X X* X X* | X X
\Fl’\?aygn;gnt of Secondary School Teachers X X X X X
Maintenance of Special Art or Sport Schools X | X X | X X X* X* | X
Wages in Special Art or Sports School X X X X
T
Ellgrigtlzeancz?lri\tci:sof Primary Health (Ambulatory) X X X X X X X X X
Payment of Primary Health Care Wages X X*
Mai_qtgnance o_f Second_ary Health Care X X X X
Facilities (1st tier Hospitals)
Payment of Secondary Health Care Wages X X
zljlitrbtreenance of Youth Houses or Houses of X X X X X X * X X* 1y | xx | x X
z?)ér:ﬁsrt_eof wages in Youth Houses or Houses X X X X X * X X* 1y | x| x X
Maintenance of Libraries X X X X X X * X X* | X X* | X X
Payment of Wages in Libraries X X X X X * X*| X X* | X X
Maintenance of Museums X X X X XC X * X X*| X X X
Payment of Wages in Museums X X X X X * X X * X X
Maintenance of Theatres and Cinemas X X X XC X * X X* | X X* | X X
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Payment of Wages in Theatres and Cinemas X X X X X * X X* | X X* | X X
Maintenance of Local Sports Facilities X X X X X X X * X X*| X X* | X X
Payment of Wages of Local Sports Staff X X X X X * X X* | X X* X X

Social Welfare

Maintenance of Orphanages X X XC X X
Payment of Wages in Orphanages X X X X
Maintenance of Homes for the Elderly X X X X XC X X ** X* | X X
Payment of Wages in Homes for the Elderly X X X X X kk xX* | X X
Maintenance of Homes for People with X X X XC X X X+ X X
disabilities

P{aym.e.n_t of Wages in Homes for People with X X Xk X X* X X
disabilities

Social Welfare Payments made to Individuals X X XC X X X X X

or households

Other activities

Fire Protection X X X XC X X X X*| X X
Irrigation X X X
Forestry X¥xx| X X XC XHrx

X * - These institutions could be formed by the state and by the municipalities. If municipalities formed these institutions, their obligations are
maintenance and wages from municipal budgets.

X ** - These are state competences, but very often municipalities provide some logistical support and rooms/buildings for these purposes and pay
for their maintenance.

X**¥* - municipal forests only.
XC - service responsibilities which are shared with the cantons.

Note: In some countries some of social sector functions are provided by 2™ 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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As a rule, local governments are unlikely to pro-
vide the social welfare payments to individuals
and households. They usually have more compe-
tencies in home caring for the elderly and people
with disabilities.

Conversely, local governments in Albania and
FBiH pay the wages for the pre-school staff only
but the Albanian local governments fully fund the
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culture and the social welfare functions. In Monte-
negro, they have no responsibilities in either edu-
cation or health, not even maintaining facilities.

Fire protection is often seen as a central govern-
ment responsibility in Europe but for a number
of countries in SEE the local governments are in-
volved to some extent.

Local Governments Revenues in South-East Europe

One of the key indicators for the relative size of
the local governments finance is shown in Chart
4, which displays the revenues of the General
Government (GG - total public sector revenues)
and the Local Government (LG) revenues for each
NALAS-member country or entity, as well as the
average for SEE and the EU as percentage of GDP.

The previous reports have demonstrated that
there is no correlation between the size of the to-
tal public sector and the share of the local sector
within it. The data for 2017 reaffirms this also. The
public sector in SEE continues to lag far behind
the EU average - 36.1% vs 45.8% of GDP. Sur-
prisingly, it shrinks by 1.2 pp compared to 2015.
The local sector revenue share decreases by close
to 0.5 pp to 5.9% compared to 2015, so the dif-
ference with the EU (which stands at 10.7%) still
remains considerable - almost twice lower. One
of the conclusions is that the countries of the EU
have both larger public sectors and have decen-
tralized more revenue to local governments than
their counterparts in SEE.

Compared with 2015, one more entity joins the
group of countries and entities (seven total) with
total public sector above 40% of GDP among
which Croatia’s indicator equals the EU average.

Albania and Kosovo continue to have the smallest
public sector - below 30%.

One more group of countries can be identified:
Macedonia, Romania, Moldova, Bulgaria, and Tur-
key, with public sectors between 30% and 40% of
GDP. The performance of the last two groups is
due to a mix of several factors - problems with tax
collection both at central and local level that usu-
ally mirrors the share of the so-called “gray” econ-
omy, pro-growth tax policies etc. For example, in
Bulgaria, Romania and Macedonia, the personal
income tax (PIT) rate is 10%'. The same rate level
applies for the corporate income tax in Bulgaria
and Macedonia while in Romania it is 16%*°.

In the EU, the top PIT rate varies very substantially, ranging from a minimum of 10 % in Bulgaria to more than 55% in Sweden,

Portugal and Denmark.

In the EU, the effective average tax rate on corporations is 21%, ranging from 9% in Bulgaria to the highest in France - 38.4 %.
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m General and Local Government Revenue as a Percentage of GDP in 2017
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Despite the small public sector, local govern-
ments in Romania lead in terms of their share of
all public revenues - 30.4%, followed closely by
Kosovo (26.6%) and Moldova (30.2%).

Chart 5 further explores the level of fiscal decen-
tralization by plotting the share of local revenue
as percentage of total public revenue against lo-
cal revenue as share of GDP. NALAS members

* Includes all sub-national levels.

whose local government sectors most closely re-
semble those of the EU28 as both percentages of
GDP and total public revenue are Moldova, Roma-
nia and Kosovo. Bulgaria’s performance coincides
with the SEE average, closely followed by Mace-
donia - its two indicators are slightly worse than
2015. The rest of countries are further away from
the EU average.
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m Local Revenues as a share of Total Public Revenues & GDP (2017)
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The five countries, mentioned above, with indica-
tors’ rations above the SEE average, differ with
the others by the service responsibilities of local
governments over expensive social services such
as primary and secondary education. As is often
the case in the EU, local governments in Kosovo,
Romania, Moldova, Macedonia, and Bulgaria are
all responsible for these services. In addition to
that, in Kosovo and Romania they are also respon-
sible for funding primary and secondary health
care. It is thus not surprising that their local gov-
ernments get larger shares of the total public sec-
tor than those of their counterparts elsewhere in
the SEE and, respectively, require larger shares of

]

their GDPs to finance these social sector respon-
sibilities.

At the same time, one might expect that the share
of LG revenues of all public revenues in the EU
member countries in SEE should be considerably
higher thanks to the EU grants (which flow mainly
to the local governments). The reality is different -
what mainly drives these ratios is the scope of the
service provision responsibilities at local level. For
example, the main reason for Romania’s place in
the chart is the fact that local governments pay
for teachers, nurses and doctors’ salaries. For the
same reason Bulgaria is slightly ahead of the two
other EU member states - Croatia and Slovenia.
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Chart 6 further explores the relationship between
the size of the public sectors and the extent of
service responsibilities decentralized at local
level. As noticed in previous years, there seems to
be a correlation between the extent of decen-
tralization and smaller public sectors, a trend
which is opposite to the EU experience. Additionally,
during the last two years, the public sectors in Mol-
dova and Bulgaria shrank and compared to 2015,
now there are seven countries’ whose size of the

public sector is below the SEE average (the thresh-
old in red in the chart). Among the seven countries
with “small states” (public revenue to GDP less than
both the 40 % and the SEE thresholds), five have
devolved the most of the social sector functions
(and, especially paying the wages of primary and
secondary schools) to local governments and one,
Albania, has done this to a lesser extent. The only
exception in the group is Turkey where local govern-
ments mainly have maintenance responsibilities.

Public Sector Size and the Extent of Decentralization as
Measured by the Devolution of Social Sector Functions*
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*The scale is based on Table 3 and has been created by assigning one point for the maintenance of the physical facilities of each type social sector
institution that local governments pay for, and 2 points for the wages of each type of social sector function that local governments pay for. An addi-
tional adjustment was made measuring the financial weight of the main functions (highest, 50 out of 100), for the three educational functions, etc.
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Finally, except for Croatia no member of the group
is in or near the oval reserved for both high levels
of decentralization and larger public sectors, the
quadrant where most of the EU’s decentralized uni-
tary states would be found.

Chart 6, especially when compared with its ver-
sions in the past reports, indicates, and, to some
extent, reaffirms the following findings and trends:

From a regional perspective, decentralization,
unfortunately, seems not to be a anymore a
priority for the SEE countries, and the gap
with the EU remains significant;

A number of countries (most notably Albania
and Turkey) devolved additional service re-
sponsibilities to the local governments without
expanding the public sector. Five years ago,
these two countries were at the bottom of the
lower-left quadrant and moved just vertically;

The countries with larger public sectors (pub-
lic revenues above 40% of the GDP), also
moved mainly vertically i.e., granting to the
local governments additional spending re-
sponsibility while keeping the overall level of
tax burden constant. Croatia is the exemption
in this group - its public sector increased sig-
nificantly without decentralizing service re-
sponsibilities.

If we assume that the public needs, both for recur-
rent services and infrastructure are similar across
countries, we can observe three distinct behaviors:

1). Countries that collect fewer taxes (and hence
have smaller public sectors) may react to these
needs by transferring service responsibilities
to the local governments thus offloading the
public pressure to sub-national levels. The ra-
tionale for such a behavior may hardly be eco-
nomic efficiency but rather political - faced with
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lack of adequate public resources, the national
governments may prefer to off-load costly so-
cial sector functions on local governments thus
shifting the political pressure from the national
to the local level. A typical example was during
the crisis, when the first austerity response of
several central governments was to cut trans-
fers to the local governments without reducing
their service provision responsibilities.

2). Some of the countries with larger public sec-
tors (public revenues above 40% of GDP) con-
tinue to expand it but the additional public
funds remain at central level.

3). FBIH and RS (BIH) are the only entities, which
shift towards both expanding the public sec-
tor and devolving powers to local govern-
ments. It should be noted that their starting
base was comparatively low and more time
is needed before concluding that this is a
sustainable trend. Still, this is a positive case,
which needs to be further explored.

What puts the EU local governments in oval in the
chart, is the fact that, firstly, preschool, primary
and secondary education and the main social ser-
vices are considered essential service respon-
sibility of the local governments, and sec-
ondly, these services are funded through a mix
of own source revenues, shared taxes and grants.
And what is especially important - no matter what
the funding mechanism, local governments pre-
serve the decision-making authority to better
target the service thus fully implementing the re-
quirements of the European Charter of Local
Self-Government of the Council of Europe.

From this prospective, the problem in most SEE
countries, and especially of the seven below the
SEE average (chart 6), is two-fold: a) the small
public sector and, b) the conditionality imposed by
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the grants from the central government which to a
great extent limit the authority of the local govern-
ments to decide. In this case, one could hardly see
real local self-governance but more likely paying
local agents of the central governments, instead.

Chart 7 shows local government revenue as per-
centage of a GDP in 2006, 2009 and 2017. The re-
gion as a whole slightly improved by 0.3 pp in 12
years. The other way to describe it “no progress
at all”. For two countries only, Albania and Serbia,
2017 is better than 2009. Local government rev-

14.0%;
12.0%
10.0%:
8.0%-
6.0%-
4.0%-

2.0%

RKS

0.0%"
——2006

enues to GDP remained the same between 2009
and 2017 in five countries and entities, Macedo-
nia, Turkey, FBIH, BIH, and Bulgaria while the situ-
ation has deteriorated for seven of the countries
and entities; Moldova, Montenegro and Slovenia
lost the most, respectively 2.9 pp, 2.8 pp and 1
pp compared to 2009. Also, in the EU, local gov-
ernment revenues to GDP in 2017 result to be 1
pp point lower than in 2009. However, the EU 28
average is still 5 pp higher than the SEE average.

Chart 8 shows the per capita revenues of the con-

Chart 7 Local Government Revenue as a Share of GDP in 2006, 2009, 2017

2009 O 2017
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solidated public sector and of local governments
in EUR in 2017. The Chart is a useful reminder of
how little revenue the local governments of most
of SEE have to work with, especially when com-
pared with their EU partners. On average, local
governments in SEE dispose of eight times less
Euro per capita than their European counterparts.
Even the richest one, Slovenia, gets 3.3 times less.
Across the region the variation is also striking -
Slovenian’s local governments are more than 5

times richer than the poorest ones - those in Mol-
dova which get less than 200 Euro per capita. It
is also particularly staggering that local govern-
ments in Moldova, Kosovo, and Macedonia pay for
teachers’ wages on per capita revenues of less
than 260 EUR, while Croatian and Slovenian mu-
nicipalities bear little of these costs and have per
capita revenues 3 to 4 times higher.

m Consolidated Public and Local Government Revenue (EUR Per Capita-2017)
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Composition of Local Revenues and Local Fiscal Autonomy

Maybe the key aspect of local fiscal autonomy,
besides the total amount and shares of the local
budgets in comparison to the GDP or public sector,
is the composition of the revenue base. And the
main characteristic of the composition is the level
of local decision-making authority over its compo-
nents i.e. the level of the local fiscal autonomy. Al-
though the general revenue categories are clear
terminologically, their meaning and composition
varies substantially across the region and, on sev-
eral occasions, one general revenue component
might consist of different revenue items'>. The
reader should have this in mind because the occa-

SEE 2006

36.0%

26.0%

Own Revenues

Shared Taxes

m General Grant

Sectoral Block Grants

® Investment Grants

sional misclassification may significantly overstate
the local fiscal autonomy in some of the countries
and entities. Having in mind the differences across
the countries, the data is informative of the com-
position of local revenues and fiscal autonomy.

Chart 9 and 10 show the change in the basic com-
position of local revenue between 2006 and 2017,
as an average for all NALAS members. The shares
of own revenues, shared taxes and general grant
have dropped by 1-4 pp., and, more worryingly,
the share of the block grants increases by 50% and
conditional investment grants increase by 30%.

(GEL LK B Composition of Local Revenue in South East Europe 2006 & 2017

SEE 2017

34.4%

22.1%

> The main differences are explained in Section | - Data, Terms, and Methodological Issues
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If we translate these figures from the point of view of The table clearly shows that, on average, local
local governments’ authority to decide how tospend governments in SEE in practice can freely
revenues from the different sources, the table below decide on half their budgets, while the oth-
shows an alarming, continuing trend: the share of er half is preconditioned by the central level
the revenues, over which local governments have via the conditionality of the transfers.

full control (own revenues and general grant) Charts 11 and 12 present the same information
drops by 4 pp since 2006; for individual members of the group for year 2017
ordered by local governments’ share in total pub-

limited control (shared taxes and investment ,
lic revenues.

grants) drops by 2 pp since 2006;

no control (sectoral block grants) increases by
additional 6 pp since 2006.

As explained already, Kosovo, Romania, Moldova,
Macedonia and Bulgaria are the countries that
have devolved the most significant social sector
functions to local governments. And not surpris-
No local ingly, they are the five places where local gov-
discretion ernment revenues are now highest as a share of
total public revenues. We can also see that the
2006 55% 33% 12% revenues of all five are dominated by condition-
al sectoral grants, with much less coming from

Full local Limited

discretion

local
discretion

o, o, o)
2015 53% 31% 16% shared taxes and own-sources.
2017 51% 31% 18%
m Composition of Local Revenue in South East Europe 2006 & 2017
2006 2017
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This is very different from the situation in 2006. Kosovo and Macedonia have moved from
the far right of the chart to the far left: In fact, between 2006 and 2017 they journeyed from
being the least decentralized countries or entities in the region to being the most. In addi-
tion, this journey transformed the structure of their revenues, which no longer come main-
ly 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 2017. Nonetheless, in
both countries, Conditional Grants have increased at the expense of shared taxes. This is
because early in their decentralization efforts both Bulgaria and Moldova devolved school-
ing to local governments, but tried to finance it through PIT sharing.

In 2008, Bulgaria completely replaced PIT sharing
with sectoral block that, unlike PIT sharing, can be
allocated according to objective measure of need, a
process that Moldova began in 2014. In fact, Bulgaria
is the only country where tax sharing is non-existent.

The shift towards Conditional Grants nicely illus-
trates again a well-known paradox in intergovern-
mental finance:

As countries devolve social sector functi-
ons to local governments, local govern-
ments typically become more financially
dependent on their national govern-
ments than before?s.

Being financially dependent is not necessarily a
bad thing for the local governments - in Europe,
almost all municipalities receive some kind of fi-
nancial support from the state. The real question
is if this support reduces the scope of the munici-
pal spending decisions. Further arguments for this
fundamental question can be found in the Euro-
pean Charter of Local Self-Government, adopted
by all SEE countries'’, which, in article 9 requires:

“5. The protection of financially weaker local

authorities calls for the institution of fi-
nancial equalization procedures or equiv-
alent measures which are designed to
correct the effects of the unequal distri-
bution of potential sources of finance and
of the financial burden they must support.
Such procedures or measures shall not
diminish the discretion local authori-
ties may exercise within their own sphere
of responsibility.

. Local authorities shall be consulted, in

an appropriate manner, on the way in
which redistributed resources are to be
allocated to them.

7. As far as possible, grants to local authori-

ties shall not be earmarked for the fi-
nancing of specific projects. The provision
of grants shall not remove the basic
freedom of local authorities to exer-
cise policy discretion within their own
jurisdiction.”

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

7 Except Kosovo
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The real question is “Is it decentralization if the
process leads to a reduction in municipal discre-
tion on spending decisions or, rather, deconcen-
tration, if local governments’ role is simply to fund
the central government’s decisions at local level?”
Responding to this paradox is not easy, consider-
ing the many contextual variables that drive the
policy choices in different countries. Unfortunate-
ly, it is not uncommon that such political choices
exacerbate this paradox in many contexts: while
economies and public sectors’ size increase, it is
not uncommon that national governments pre-
fer to utilize sectoral block grants to fund the in-
crease or expansion of services instead of financ-
ing instruments over which local governments
have more discretion and authority. Ultimately,
the decision over the funding mechanism should
be pondered having in mind the principles of local
self-government and autonomy rather than what
is the easiest for the central authorities to control.

The local governments in Kosovo, Romania, Mol-
dova, Macedonia and Bulgaria provide similar so-
cial services similar to their counterparts in the
EU. The big difference is the extent of implemen-
tation of the subsidiarity principle which requires
that the public services should be delivered by
the public bodies that as closet to the citizens. If
we exclude public functions such as defense, di-
plomacy, intelligence and migration, which, obvi-
ously, have nation-wide impact, almost all of the
other public services, have local or regional signif-
icance. The subsidiarity principle means that the
vast majority of these public services should be
provided by local or regional authorities no matter
what the funding sources are. The sound logic be-
hind this principle is based upon the proven fact
that the municipalities possess the best knowl-
edge of local conditions and needs and should
have the powers (and being accountable for) to
improve the effectiveness of the public money.
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In fact, micro managing local governments from
the central level via block grants works against
the effective use of the funds and hides built-in
deficiencies such as the inadequate consideration
of regional disparities. Such a system is much less
flexible and difficult to modify on a timely basis in
order to answer the changes to the public needs.

The broader objective in the region is to constantly
promote and nurture the intergovernmental dia-
logue that allows both central and local govern-
ments to seek and reach reasonable compromises
over time. Unfortunately, despite the legal obliga-
tion in each of the countries, commitment to inter-
governmental dialogue is weak across much of the
region. One of the ways to overcome this contradic-
tion and build trust could be to agree on a common
set of rules regulating the overall size of the pool of
the sectoral block grants, and its allocation among
municipalities, while local governments preserve a
high level of autonomy as regards the utilization
of financial resources, within and outside the func-
tions. On the other hand, the national government
may use costing standards and service perfor-
mance standards to measure how the municipali-
ties use the Block Grant. In other words, instead of
dictating how much local governments should pay
the teachers; the ministries have to set commonly
accepted and objectively determined costing stan-
dards and service performance indicators such as
level of dropouts, exit educational tests, parents’
satisfaction etc. it is important to appreciate that
Local autonomy does not mean lack of accountabil-
ity. On the contrary - the system must contain both
incentives for achieved performance targets and
financial threats in cases of no compliance such as
partial disbursement of the Block Grant

In several countries, there are independent, non-
partisan watch-dogs at the Parliaments whose task
is to oversee the public money efficiency and to
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give advice to all levels of governments to design
an enabling environment conducive to good gov-
ernance. The establishment of such Independent
Fiscal Institutions (IFI) could help improving the
overall intergovernmental finance system and en-
suring a better harmonization of strategic objec-
tives and fiscal policies at national and local level.

The next chart shows the dynamic of the revenue
position in real terms of the local governments be-
tween 2016 and 2017. The SEE growth is 8.6%. and
can be seen everywhere but in Macedonia is the
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only country where local governments have experi-
enced a decline in their overall revenues. The most
impressive annual growth is the one in Albania -
over 30%, mainly due to an increase in sectoral
grants (to fund newly decentralized functions) and
an increase in conditional investment grants. Own
local revenues have increased as well in Albania,
although the growth in mostly concentrated in a
number of larger and more urban jurisdictions. Tur-
key, Moldova, Romania and Bulgaria are the other
countries with two-digit annual growth.

m Growth/Decline of Total Local Government Revenue in 2016 - 2017
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The Composition of Own-Revenues and the Property Tax

The composition of the municipal own revenues
is a key indicator for fiscal autonomy no matter
what the size of the local public sector is. Its main
components comprise the local taxes, service
fees and charges, property management reve-
nues and other, smaller revenue categories such
as fines and fees. The accounting and reporting
of local own-revenues differs substantially across
the region. For some of the countries, a detailed
breakdown of own-revenues is available whereas
for some other countries the data is reported only
on two or three categories. These methodological
difficulties, hamper the formulation of decisive
conclusions for some of the countries. For exam-
ple, while the “Other” revenue category should
have a minor share of the own revenues, in Mol-
dova and Turkey this is the predominant one -
over 60%-70%. In other places, tax revenues and
some of the fees are reported together- more
than 90% of what is recorded as property tax in
Slovenia comes from the Land Use Fee.

At a first glance, the shares of own revenue to
total revenues are in line with the average for the
OECD countries and, to some extent, to the EU
average. They also almost 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.

Chart 14 shows the share of own-revenue to to-
tal local revenue for NALAS member countries in
2006, 2009, 2015 and 2017. From the regional
perspective, on average, own-revenues in 2017
constitute 34% of total local revenues, down from
38% in 2006. Between 2006 and 2017, the share
of own revenue to total revenue has increased in
half of the NALAS countries, while it has decreased

in the other half. The decrease in the share of
own-revenue to total revenue is linked to both the
elimination or reduction of local governments’ tax
powers and the decentralization of additional so-
cial sector functions that are mostly financed by
sectoral block grants. This is certainly the case in
Kosovo, Albania and Macedonia. It can also be not-
ed that in most of the countries, the share of own-
revenue to total revenue has recovered and is
higher than the pre-crisis levels, except for Monte-
negro, Turkey, Albania, Kosovo, Croatia. In Monte-
negro this is due to the partial elimination of local
government tax powers, while in Albania is mostly
related to the devolution of block grants for new
functions, although also here, local governments
have lost relevant tax powers. The chart shows
also that while some countries may be better off
when compared to 2009, the economic crisis year,
still, the recovery remains slow and with substan-
tial ups and downs in the road. In fact, when com-
pared to the more recent past, 2015, it seems that
own revenues have lost their importance even in
some countries, that have not necessarily trans-
ferred social sector functions at the local level.

Charts 15 & 16 present the composition of local
government own-revenues in 2006 and 2017 for all
NALAS members, ranked by the share of own-reve-
nues to total local revenues. Despite the decrease,
Montenegro is still the outlier with own-revenues’
share of 68% of total revenues in 2017. There is a
dramatic composition change also - the share of
the property tax increased from 8% to 30%. At the
other end of the spectrum is Moldova, which still
has the lowest share of sub-national revenues to
the total public revenues (12%) and where there is
a significant decline of the property tax revenues’
share - 30% in 2017 vs. almost 50% in 2006.
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Bulgaria has the highest share of property tax
revenues, 40%, but it should be noted that this
category includes all local taxes - property tax,
vehicle tax, property transaction tax and some
others will small fiscal impact. The increase in the
share since 2006 (12%) is due to two main factors
- 1) in 2007 local governments received real tax-
ing powers in setting the rates and 2) in 2006 the
local tax administrations have been established*®.

From a regional perspective, compared to 2006,
the share of the property tax to total own local
revenue has increased in almost all NALAS coun-
tries, but in Moldova and in Romania. The share
of communal fees also has increased in almost
all countries when compared to 2006. It can be
noticed also a tendency for the elimination of the

90%
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50%
43%

RS (BiH) BG BiH

Land Development Fees on new constructions.
Only Montenegro, Albania and Kosovo seem to
continue granting local governments with taxing
powers over new constructions. Asset manage-
ment revenue also remain important in Bulgaria,
Slovenia and Croatia, while its relevance has de-
creased in Montenegro, Romania and the Repub-
lic of Srpska entity of Bosnia and Herzegovina.

Chart 17 shows the annual own revenues growth
2016 and 2017. Two countries register a decline
in real terms, which, for Macedonia and Moldova,
is considerable - between 4% and 9%. Transfers
from the central government offset most of this
decline with the exception of Macedonia (refer-
ence to chart 13).

m Share of own-revenue to total local revenue in 2006, 2009, 2015 and 2017
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& Until then, a central tax administration was responsible for collecting all taxes and fees.
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Chart15& 16 Composition of Own-Revenues in 2006 and 2017
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Chart 17 Local Government Own Revenues nominal annual growth 2016-2017 in %
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Chart 18 presents the own revenues yield in EUR
per capita for three selected years which demon-
strates again the variation among the countries
and entities. The main conclusion is the fact that
compared to 2006 and 2009, this indicator has
improved in almost all NALAS member countries,
except for Montenegro and to a much lesser ex-
tent Kosovo. Romania and Moldova doubled their
own revenues per capita since 2009 but Moldova
still has the lowest indicator more than twice be-
hind the next one - Kosovo. The most surprising
is the performance of Montenegro, which, despite
the big share of the local and own revenues, in
2017 lost over 70 EUR per capita compared with
2009. This is due to the legal abolition of several
local revenues'® without proper compensation as
well as because of consequences of the economic
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downturn. Croatia’s performance in 2017 equals
the one in 2009. Slovenia, which suffered one of
the highest falls in economic activity during the
crisis among EU member states, finally outper-
formed the pre-crisis level in 2017. Again, the dif-
ference among SEE remains considerable- Slove-
nian local governments generate 14 times more
own revenues per capita than their counterparts
in Moldova.

Traditionally this report puts a separate accent on
property taxation for two reasons:

1. Its potential significance for the local govern-
ments finance, and

2. Promoting more equitable and fair taxation of
property of the individuals and the business.

m Local Government Own Revenues in 2006, 2009 and 2017, in EUR per capita
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* Land use fee, consumption tax, tax on company title, tax on games of chance and some local charges.
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Despite the good results, if we follow the European
history and traditions, the property tax revenues’
importance in SEE, for the foreseeable future, will
be much smaller than the PIT (sharing or local sur-
charges) or even asset management revenues.

Throughout the region, national and local govern-
ments, to a large extent with the support of the
donor community have made substantial invest-
ments in the technical infrastructure for property
taxation. From the regional perspective, between
2006 and 2017, the yield of the property tax almost
doubled, increasing from 5% to 9% of local reve-
nues and from 0.3% to 0.5% of the GDP. This ten-
dency is driven by the outstanding performance
of Bulgaria, Macedonia, Montenegro and Serbia.
Over the same period the share of the property
tax revenues to the GDP has fallen significantly in
Moldova, Republic of Srpska (of Bosnia and Her-
zegovina) and Slovenia. Chart 20 also show that
Montenegro and Serbia lead considerably above

the rest of the group, which have similar indica-
tors. These two countries’ indicators are the clos-
est to the EU average of 1.6% and in line with the
countries in Eastern Europe, members of the EU.

The European model suggests that, in a long-term
prospective, there is plenty of room for increas-
ing the fiscal significance of the property taxation.
The local taxing powers over the property-related
taxes are the most common municipal taxing pow-
ers. The local option of setting rates within legally
set limits (upper, lower or both) should not under-
mine the tax efforts of the local governments in
general. In other words, local governments might
be tempted to keep the rates low if they find other
ways to attract money from the central govern-
ments (usually by more grants). This concept is
especially important for the equalizing grants -
the intergovernmental system should not “award”
municipalities with low property tax rates (signifi-
cant revenue potential).

(GEL SR PN Property Tax as % of GDP and Total Local Revenue in 2006 & 2017*
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The Composition of Expenditures and Investment Spending

Chart 21 shows the composition of the regional
average local government expenditures by eco-
nomic type for NALAS members in 2006 and 2017
and the EU 28 in 2017. It should be noted that
as with revenues, there are inconsistencies in the
way expenditure data is reported. For example,
some places treat capital transfers to public utili-
ties as investment expenditures while others re-
cord them as subsidies, which cannot be distin-
guished from transfers to individuals or grants
to non-governmental organizations. Similarly, in
many places, debt repayment is not accounted for
separately but included in the category “Other”.

On average, in 2017 local governments in the SEE
region spent about a third of their budgets on per-

SEE in 2006

m Investments

6%

0,
Wages and Benefits 12%

Goods and Services

26%
Grants and Transfers

28%

Other

15%

23%

sonnel expenditures, 23% on goods and services
and 21% on capital investments. Compared to
2006, spending for investments has decreased by
8 pp, while spending for staff wages and benefits
has increased by 4 pp. Spending for grants and
transfers has increased as well by 3 pp, on the
back of spending for goods and services which
has decreased by 3 pp. Local governments in the
EU28 have also spent on average a third of their
budgets on wages for the staff and about a fourth
on goods and services in 2017. Local government’
share of investment spending is very different be-
tween SEE and the EU. Such differences are more
clearly shown in Chart 22.

m Composition of Local Expenditure in SEE in 2006, 2017 & the EU in 2018

SEE in 2017 EU28 in 2017
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Chart 22 shows the composition of local govern-
ment expenditures by economic type for each
member of the group, as well as the average for
the group as a whole (SEE) and the average for
the EU (EU28). Again, as explained above already,
within SEE, in the countries that have decentral-
ized social sector functions (*) local governments
spend a higher percentage of their expenditures
on wages (up to almost 60%). Countries are ranked
on the share of investments to total spending.

More surprising is that local governments in SEE
countries spend a larger share on investments
than their counterparts in the EU. More notably,
in Albania and Turkey, this share is twice the SEE
average - above 40%.

A number of reasons can explain this situation:

Local governments in SEE often pay directly
(out of their budgets) for investments that else-
where in Europe are financed mainly through
utility tariffs (water and sewer, waste collection
and treatment, public transportation);

The investment needs of SEE and EU are dif-
ferent - in SEE more money is spent on build-
ing new infrastructure and reconstructing the
old-one while in the EU more is spent on
maintaining the existing infrastructure which
is treated as operational expense;

The greater decentralization of social sector
functions within the EU requires higher oper-
ating costs, which depress the share of expen-
diture going to investment.

m Composition of Local Government Expenditure in 2017
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During the crisis, one of the first responses of
the EU countries was to cut the public invest-
ments;

Traditionally in the EU, more public invest-
ments are made at local than at central level
-55% in 2014. Among the OECD unitary states,
this percentage is the same - The Nether-
lands and France have the highest share of
above 60%?°.

Local government investment capacity may be
overstated because of centrally controlled invest-
ment grants provided to local governments for
their own functions, and on which local govern-
ments themselves have little discretion or deci-
sion-making authority.

The differences within the spending patterns of
SEE local governments and their counterparts in
the EU can also be analyzed based on the func-
tional allocation of expenditures. Chart 23 shows
the composition of local expenditures based on
the main functions they perform, for a select num-
ber of countries that publish information on expen-
ditures based on the Classification of the Functions
of Government Methodology (COFOG). Countries
are ranked based on the share of expenditures al-
located for “General Public Services” function, cov-
ering mainly the functioning of the local adminis-
tration (wages for the staff and local elected bodies,
maintenance of public buildings etc.). Local gov-
ernments in Slovenia, Moldova, Romania, Bulgaria
and Kosovo spend less than their EU counterparts
for general public services. Local governments Al-
bania are at the SEE average and those in Croatia,
Turkey and the Federation of Bosnia and Herzegov-
ina spend much more than their EU counterparts
as regards general public administration services.
Not surprisingly, in the countries where local gov-

OECD national accounts data.

ernments’ wage bill smaller than the EU average,
local governments are responsible for costly social
sector functions like education. In fact, in these
countries, local governments’ spending for educa-
tion is much higher than their counterparts in the
EU or the rest of SEE.

The infrastructure needs in SEE will require in-
creased spending levels thus higher proportions
of municipalities’ income will be invested for in-
frastructure despite receiving significantly low-
er shares of public revenue measured either as
a percentage of GDP or of total public revenue.
Chart 24 clearly illustrates this trend.

The total public investment in SEE (3.9% of the GDP)
is slightly lower than the EU average (4.3% of the
GDP) but in Montenegro, Bulgaria, Kosovo and Al-
bania this share is higher. In Turkey and Macedonia,
investment spending equals the levels of the EU.

In the EU, the state and local governments have
almost equal shares of public investments. The
picture in SEE is rather different - the state is the
ultimate investor in infrastructure; only in Slove-
nia and in the Federation of Bosnia and Herze-
govina local governments’ share in public invest-
ments is higher than the one of the state or entity.
Turkey’s indicators match the EU’s. One conclu-
sion may be outlined - SEE in general is heavily
centralized in terms of public investment spend-
ing when compared to the EU.

Chart 25 presents local government investment
spending in EUR per capita in 2006, 2009, 2015
and 2017. In 2017, the region’s indicator falls
significantly by 15% compared with 2009 (the re-
gions’ peak) and moves back towards the levels
of 2006. This negative trend reaffirms the conclu-
sion above about centralizing public investments.
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m The Functional Allocation of Expenditures for SEE Countries in 2017, in % of the Total
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There are only three countries, Turkey, Albania
and Macedonia, where local government’s’ share
over public investment has increased gradually
in each of the four years. However, it should be
noted that in the case of Albania, about half of the
increase is due to centrally controlled investment
grants under the Regional Development Fund.

The data includes the local investments funded
by the EU and their role can be seen in 2015%*
Bulgaria, Romania, and, to a lesser extent Slove-
nia have historical highs. Despite being volatile,
the worrying trend is obvious - municipal invest-
ment spending per capita has been falling since
2009 in most of the countries and entities.

’ The last year of the Programming period 2007-2013 when the final payments for EU-supported projects had to be made.
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Chart 24 Total Public Investment by Level of Government as shares of GDP (2017)
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Continuing the topic of the relative size and wealth, Table 4 shows local government investment in mil-
lion EUR for all members of the group in 2017. Population and size obviously matter - Turkey’s share
of the regions’ total investments is 74% and, jointly with Romania, they both make up 87% of local
governments investment in NALAS member countries. The wealth factor is clearly visible in the cases
of Slovenia and Croatia.

Table 4 Municipal Investment Spending in Million EUR 2017

199 | 514 | 89 53 467 | 101 | 108 46 118 298 37 576

2,632

14,758 | 19,905

Local Government Borrowing

In most of the region, local government borrowing is a new phenomenon. One of the main constrains for
this important source of financing, in particular for long term capital investments, (besides other factors
like very conservative, rigid and centralized regulatory framework), are high levels of central govern-
ment debt and the budget deficits. The countries in Europe generally try to meet the Maastricht Treaty’s
guidelines for total public debt and annual budget deficits (less than 60% and 3% of GDP respectively).

From this prospective 2017 is quite different than 2015 as shown by charts, 26 and 26a.

m Public Debt and Budget Deficits in SEE Region in 2015 and 2017
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Source: International Monetary Fund, WEO.
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On average, region’s indicators improve over time:
1) the level of public debt goes down by 4pp and
in 2017 is below 50% of the GDP; 2) budget deficit
is cut by half but still negative -1.2% of GDP. This
trend is similar to the EU but there the European
level of the public debt is much higher - 82% of GDP.

In 2015, no country had both budget surplus and
public debt below 60% of GDP. In 2017, BiH and
Bulgaria accomplished this positive move by im-
proving the budget balances by 2.2 and 3.7 pp
respectively. Serbia is perhaps the country that
has undergone the most significant adjustments.
Between 2015 and 2017, Serbia’s public debt has
been reduced by 16 pp, from 77% of the GDP to
61.5%, which is very close the Maastricht threshold.
At the same time, Serbia improved its budget bal-
ance to surplus of 1.2% of the GDP - an improve-
ment of almost 5 pp in total in only three years.
A number of countries with low level of debt but
with budget balancing problem improved their
standings - Macedonia, Kosovo and Moldova while
Turkey and Romania’s deficits increased. In 2015,
five countries were above both Maastricht limits.
Two years later, Serbia improved greatly on both
indicators. Croatia, Albania and Slovenia maintain
high public debt level but improved significantly
their budget balances. It should be noted though
that both Croatia and Slovenia have reduced their
public debt levels by an outstanding 8 pp between
2015 and 2017. The only country that has not im-
proved its indicators is Montenegro?? - above the
thresholds but with staggering budget deficit of 7%.

Under Maastricht rules, total public debt includes
the debt of both national and subnational govern-
ments (though not the debt of publicly-owned but
commercialized utilities. Their debt is considered
a corporate one.). 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 nation-
al governments for “debt space”.

Chart 27 shows that the vast majority of public
debt is taken by the national government- local
governments’ share in SEE is merely 1.8% of the
total. The municipalities only in RS (BIH) and in
Montenegro have ratios above 4% - 4.2% and
3.9% respectively. Among the countries above
the Maastricht limit, Albanian local government
debt represents a negligible fraction of the total,
while in Slovenia, Montenegro, Turkey, Romania
and Croatia local borrowing is more substantial. In
these countries, it is unlikely that the national gov-
ernments will look favorably on new subnational
borrowing. What is more problematic is that they
may even constrain new local borrowing.

Given the infrastructure deficits facing local govern-
ments across the region, this is unfortunate, and ef-
forts should be made to ensure that municipalities
in these countries have at least some access to debt
capital to finance the much-needed capital improve-
ments. In the other members of the group whose
total debt remains well below the Maastricht limits,
local governments should be encouraged to borrow
for infrastructure including by lessening up the regu-
latory constraints for accessing the capital markets.

Because of borrowing for the construction of an important highway.
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Chart 27 Public Debt by Level of Government as Share of GDP
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Chart 28 further explains the previous two charts
by presenting shows the level of total outstanding
local government debt in 2006, 2015 and 2017
in per capita terms. Until 2015, the region’s local
borrowing has increased substantially - over four
times, for almost all countries. Since 2015, local
borrowing declined all over the region with one
exception - RS (BIH) with 30% increase in 2017.
The figures also show that the local governments
in Moldova, Albania, Macedonia and Kosovo prac-
tically do not use debt instruments.

In many places, the overall adequacy and pre-
dictability of local government revenues will have
to be increased if municipalities are to prudently
incur debt. Given the dependency of local gov-
ernments on transfers, the rules regulating inter-
governmental finances and borrowing 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. Other NALAS’s stud-
ies have identified the following obstacles to local
borrowing for infrastructure:

In most SEE countries, the law requires cen-
tral government’s (ministry of finance) ap-
proval prior to local debt issuing;

In more than half of SEE countries, there are
legal limitations on both the total outstanding
debt and the annual debt service payments;

Local governments will have to do a better job
collecting own-revenues, particularly with re-
spect to setting higher tariffs and then forcing
utilities to collect them;

Local governments will have to radically im-
prove their ability to prepare, plan, and cost-
out complex, multiyear investment projects -
particularly in the water and solid waste sec-
tors;

The central governments should systemati-
cally promote incentives for investing on a
pay-as-you-use basis (mainly debt-financed)
instead of the currently predominant pay-as-
you-build (paid out of recurrent revenues).

One of the ways to boost prudential borrowing
at local level could be by promoting the pool fi-
nancing concept, which is widely applied in the
advanced economies. In its essence, this is a pro-
cess of merging the borrowing needs of several
local governments and issuing debt as a single
entity. Such approach has obvious advantages
among which:

Smaller local governments get market access
which would have been much more difficult if
issuing debt separately;

Greater volume of single debt attracts better
options (longer maturity) and lowers the bor-
rowing costs;

The financing institutions have to deal with
one single entity issuing debt instead of each
of the local governments;

Pool financing gives access to the internation-
al/European market.
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Country Reviews of
Fiscal Decentralization
Trends and Developments

Albania

By Aida Cacaj, Association of Albanian Municipalities

In recent years, Albania has made substantial
progress in setting up the policy development
framework for decentralization. In July 2014, the
Parliament of Albania marked the first step to-
wards Territorial and Administrative Reform (TAR)
by enacting Law “On the administrative-territorial
divisions of local government units”, which de-
creased the number of local government units
from 373 very fragmented communes and mu-
nicipalities to just 61 larger municipalities. Hav-
ing a smaller number of local government units
has been widely discussed in political and public
fora for a considerable time, making it the most
significant change to Albania’s system of local
government and providing for the opportunity to
strengthen local government capacities.

After the TAR, a series of consequential legal and
institutional changes occurred between 2015 and

2017:i) local elections took place in June 2015 and
61 Mayors took office in the newly constituted mu-
nicipalities; ii), a new National Crosscutting Strate-
gy on Decentralization and Local Governance has
been enacted in mid-2015, providing a roadmap
to enhance decentralization and strengthening lo-
cal government and (iii) a new Law on Local Self-
Government was approved in December 2015,
consolidating the new local governments’ organi-
zation and functioning, but also enhancing their
responsibilities by decentralizing a number of new
and costly functions such as (fire protection, irriga-
tion, the wages of pre-schools teachers and social
service centers); iv) a new unconditional grants’
formula was enacted in the 2016 annual Budget
Law, allocating grants to local governments in a
more transparent, equitable and predictable man-
ner; v) a new Law on Local Self-Government Fi-
nance was approved in April 2017, consolidating
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local financial autonomy and at the same time
enhancing local fiscal discipline; vi) between 2017
and early 2018 a new property tax reform was
launched moving from an area based to a market
value based system of property taxation.

Intergovernmental finances in Albania are regulated
by a wide array of laws and bylaws, with the most
important ones being the new Law “On Local Self-
Government”, the “Law on the Local Tax System”,;
the new Law on Local Self-Government Finance
(LLGF), the Law “On the management of the Bud-
getary System in the Republic of Albania” and the
Annual Budget Laws. The legal framework defines
four types of transfers: shared taxes, unconditional
transfers, specific transfers for newly transferred
functions; conditional transfers for delegated func-
tions and conditional competitive-based investment
grants from the Regional Development Fund (RDF).

Own revenues are regulated by the Law on the
Local Tax System. The most relevant own revenue
sources are: the recurrent property tax, the tax on
the infrastructure impact of new construction (lIT)
and local fees and charges for local services. Until
recently, the Small Business Tax (SBT) also was
a relevant source for local governments. Unfortu-
nately, since 2006, the base of the SBT has been
repeatedly reduced and in the period 2013-2015,
in practice it was transformed into a shared tax
that is now collected by the national government
from which the vast majority of small businesses
are exempted. The yield of the SBT in 2017 is only
10% of what local governments collected on their
own in 2008. The elimination of the SBT coincided
with the downward instability of the IIT because
of the economic crisis and a centrally imposed
moratorium on new construction permits until lo-
cal governments adopted their General Local Ter-
ritorial Plans. Local governments responded to fall
of the revenues from the SBT and IIT by improv-
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ing the administration of the recurrent property
tax. In fact, the yield of the property tax increased
from 0.18% of GDP in 2013 to 0.27% of the GDP in
2017. The property tax currently represents 21%
of own revenues and about 7% of total revenue.

The national government has recently initiated re-
forms to expand the base of the tax, to establish a
nationally-managed cadaster of properties and to
move tax assessment closer to a market value (for
urban buildings). As a result, in 2018, the base of the
property tax on urban buildings was supposed to be
the market value of the building, assessed accord-
ing to some rules set by the national government.
The tax rate was set at 0.05% of the assessed value
for households and 0.2% of the assessed value of
the building for businesses. Due to technical diffi-
culties, most local governments continued to im-
pose lump sum payments for the property tax.

Additional efforts are necessary to make sure that
local governments have the systems and capaci-
ties in place for an effective administration of the
property tax, and thereby for many other local tax-
es and fees. Currently Albanian local governments
suffer from three main strategic weaknesses. First,
a poor legal framework that creates confusion over
local governments’ real tax and fee powers from
base and rate setting to assessment, collection and
enforcement. Second, the practice of frequently
changing (and reducing) local tax powers, without
any form of consultation or effective compensation
has depressed tax efforts and discouraged any se-
rious investment from local governments in their
collection. Third, because of insufficient investment
by both the national and local governments in the
technical, regulatory and political infrastructure,
the property tax has been underutilized. The main
weakness here is the lack of a comprehensive reg-
ister linking properties to taxpayers and the almost
complete lack of cooperation between the central
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government agencies responsible for the registra-
tion of immovable properties and local govern-
ments although the legal framework sanctions that
the former should provide LGUs with the informa-
tion they have on registered properties. The lack
of a fiscal cadaster and the inability to cooperate
between public institutions has led to the general
underperformance in local tax and fee collection.

Shared taxes. Sharing the Personal Income Tax
(PIT) revenues has always been promised by the Al-
banian legal framework, but the actual shares have
never been defined, until the approval of the LLGF
in April 2017. The LLGF prescribes that 2% PIT rev-
enues should be allocated to the 61 municipalities
on an origin basis. Unfortunately, this has not been
implemented yet due to the difficulties to identify
taxpayers according to their residence. The LLGF
increased also the local share of the revenues from
the annual tax on vehicle circulation from 18 to
25%. Taken together these are the two most impor-
tant novelties of the LLGF as regards shared taxes.
Albanian municipalities benefit also from 5% of the
mineral rent. In recent years, the national govern-
ment has transformed the Small Business Tax (SBT)
in practice into a shared tax also by eliminating all
local government powers over its base, rate and by
recentralizing its collection. This has led to a fall of
more than 75% in the yield of the tax.

The Unconditional Transfer was introduced in
2001 and provides local governments with funds
to execute their exclusive functions. It is the single
most important source of revenue for Albanian lo-
cal governments, constituting more than 50% of
revenues for about 43 of the new 61 larger munic-
ipalities at end 2016. The LLGF, for the first time
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since 2001, addressed the issue of the annual de-
termination of the total size of the grant by an-
choring it at no less than 1% of the projected Gross
Domestic Product and no less than the amount al-
located the previous year, ensuring both predict-
ability, stability and security of financial resources
over time. As a direct result of the LLGF, the un-
conditional grant in 2018 was 4.2 billion ALL (or
34%) higher than in 2015. The LLGF incorporated
also the new formula for the allocation of the un-
conditional grant, developed in 2015 with USAID’s
support, reflecting the implications of the territo-
rial and administrative reform and increasing the
equity, predictability and transparency in the allo-
cation of resources. The new formula’s allocation
criteria are: a), 80% according population (based
on the concept of Effective Resident Citizens that
is the 2011 Census data adjusted by adding 30%
of the difference between the Civil Register and
the Census?®); b), 15% according to population
density, with four different density thresholds
where less dense municipalities benefiting from
extra-resources; and c), 5% based on the effec-
tive number of primary and secondary education
pupils. Fiscal Equalization is performed within
the unconditional grant and is based on shared
tax revenues. Once the Unconditional Transfer has
been calculated, then a separate set of calcula-
tions are made for those local governments whose
total per capita revenues from existing shared
taxes are below 75% of the national average and
110% above the national average.

The Law on Local Self-Government eliminated the
concept of shared functions, and further decen-
tralised several new functions to the local level,
such as: preschools, fire protection, forestry, and

Albania is not the only country in the SEE region to use an “adjusted” population data series to allocate grants to local
governments. Bulgaria as well uses a different population data series than the Census. Emigration is one of the major causes
of the high discrepancies between Census and Civil Register data.
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irrigation and drainage. The Law provided that
these new functions would be financed through
earmarked specific transfers for each function
and each local government. Transfers are allocat-
ed to local governments based on the historical
costs previously declared by the respective line
ministries. The symmetric decentralization of the
functions immediately was faced with the unequal
distribution in the territory of the resources that
line ministries previously utilized to perform the
function. For example, there are 61 municipalities
but only 49 fire stations. Between 2016 and 2018,
the government has provided additional financial
and material support, in particular for preschools,
fire protection and irrigation and drainage, al-
though there remain substantial differences in
the equipment with resources. The earmarked
specific transfers are expected to be transformed
into “unconditional grants” at the end of 2018.

The last two years have been particularly impor-
tant for municipal finances in Albania. As already
mentioned, in October 2015, the Government in-
troduced a new formula for the allocation of un-
conditional grants, developed with the key sup-
port of USAID. Throughout 2016, in cooperation
with local governments, the Association of Alba-
nian Municipalities (AAM) and other stakehold-
ers, and with the key support of USAID and SDC,
the Ministry of Finance developed Albania’s first
ever comprehensive Law on Local Government
Finance (LLGF). In February 2016, AAM, NALAS
and USAID’s Planning and Local Governance Proj-
ect in Albania (PLGP), organized a regional peer
learning and knowledge sharing workshop “Best
practices in Local Government Finance Legisla-

Conditional transfers come from two sources.
The first is from appropriations from line Minis-
tries that are allocated to local governments for
delegated functions or for functions, the respon-
sibilities over which are in practice shared by the
two levels of government. The second is from an
increasingly large Regional Development Fund
that allocates investment grants to municipalities
on a competitive basis. Indeed, in recent years,
the size of conditional transfers from the Regional
Development Fund has increased substantially
(very close to the size of the unconditional grant
itself), leading to concerns that it is crowding out
funds that should have been allocated to the un-
conditional grant. The extensive use of condition-
al transfers has substantially reduced local fiscal
autonomy and has led to allegations that they are
being allocated for political purposes, which do
not reflect clear local developmental goals.

tion: The South-East Europe experience and the
challenges facing Albania”, involving experts and
policymakers from six countries of the region that
have faced (or continue facing) similar challenges
in recent years.

The LLGF was approved by Parliament in April
2017. It constitutes a major milestone in Albania’s
progress towards fiscal decentralisation in that, it
addresses many of the historical structural weak-
nesses and introduces a number of internationally
recognised best practices in municipal finance.
The LLGF addresses the historical underfunding
and downward instability of the unconditional
grant and increases local governments’ revenues
from freely disposable intergovernmental trans-
fers by at least 36 % when compared to their his-
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torical average in the past 5-10 years. Further, the
draft-LGFL introduces a set of rules that ensure
the harmonization of local governments strategic
plans with medium term budgets, the uniformi-
ty in budgeting and public finance management
practices and procedures between the national
and local governments including the implementa-
tion of the Classifications of the Functions of Gov-
ernment (COFOG) methodology. Finally, the LLGF
introduces also for the first time new rules for the
management of financial distress and insolvency
of local governments. The national government
has also committed to developing a new Law on
Regional Development although its development
status remains unclear..

While recognizing the progress, AAM continues to
advocate the further increase of the size of the
unconditional transfer as a percentage of the GDP
to address the underfunding of a series of local
government functions. This is related also to the
concern that the RDF is crowding out funds that
could more efficiently and effectively be used by
local governments themselves that have a bet-
ter understanding of the real needs and priorities
of their constituencies. In fact, the competitive
grants - the predecessor of the current RDF - in
the mid-2000s, were created by carving out a
small portion of the unconditional grant. From this
perspective, AAM advocates for the repealing of
the RDF and allocating its funds to local govern-
ments as part the unconditional grant.

Between 2017 and 2018, the Government of Al-
bania initiated a process of reforming the property
tax system, promising the establishment of a na-
tional cadaster of properties for property tax pur-
poses and then moving to a market value-based
system of taxation for urban buildings. Accord-
ing to the new framework, municipalities have
the primary obligation to establish and maintain
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a complete register of properties in their territory
and implement a market-value based property
tax system. To facilitate the process, the legisla-
tion included the “self-declaration” mechanism for
municipalities. While municipalities started with
the preliminary work, also applying the new tax
levels, the central government launched the idea
of having the electrical distribution company cre-
ating the fiscal cadaster and act as a tax collection
agent. The electrical distribution company would
have been paid 4% of the total yield of the tax
while 96% would have been transferred back to
municipalities. AAM challenged this proposal on
the following grounds: a) the imposition of a tax
agent goes against the -principles of local autono-
my and decentralization - local governments’ only
have the right to regulate local tax administration
within their jurisdictions; b) the appointment of a
tax agent that is responsible and accountable to
the central government alone is problematic for
local governments - as shown by the previous ex-
perience of the centralization of the collection of
the small business tax; c) from local government’s
extensive experience, the most problematic as-
pect remains “the identification of taxpayers and
the properties that shall be taxed” and not the col-
lection of the tax per se. In supporting its argu-
ments, AAM made use of the experience of other
NALAS member countries and found out that this
arrangement is not applied anywhere in the re-
gion. Following AAM’s pressure and advocacy the
Government withdrew from this proposal and lo-
cal governments’ themselves would continue to
be responsible for the collection of the property
tax while the national government would estab-
lish the central cadaster over which local govern-
ments will be provided access for the purposes of
tax assessment. With the support of the Swedish
International Development Cooperation Agency,
the process for the establishment of the fiscal ca-
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daster was launched by the Ministry of Finance in
November 2018, including data from GIS system
and from the electric distribution company. Munic-
ipalities are now in the process of updating their
own data. AAM has supported the process with on
the job training in many municipalities. Ultimately,
it should be recognized that the frequent changes
in property tax legislation have brought confusion
and significant delays for municipalities.

In late 2018, the Ministry of Finance and the Min-
istry of Education, with the support of USAID’s
Planning and Local Governance Project in Albania,
moved on with the reformation of the preschool
finance system by increasing the overall level of
funding for preschool teachers by 9.1% and by

Over most of the past decade, Albanian local gov-
ernments have received less revenue as a share
of GDP and of total public revenue than all their
counterparts in South East Europe. Worse, this
share fell from a high of 3.2% of GDP in pre-crisis
2008 to 2.5% in 2015. Overall, this was due to
the frequent amendment of local fiscal powers
such as the constraints over the small business
tax and the infrastructure impact tax which have
had adverse consequences on local government
budgets; and to the downward instability of the

|Il

moving primarily to a “per pupil” allocation of
funding as opposed to the historical “per teach-
er” system used in the past. The new system of
funding better reflects the social, demographic
and infrastructural developments of the past 27
years and helps addressing the problem of over-
crowded classes in preschools. As a direct result
of this reform, the national average ratio pupils-
per-teacher will fall from 18 to 15 and the maxi-
mum average will drop from 26 pupils to 18 pupils
per teacher. The reform has been discussed in the
Consultative Council between the Central and Lo-
cal Governments, was approved by approved by
the Council of Ministers and is currently being dis-
cussed in Parliament.

unconditional grant. In 2016, the government
transferred at the local level some new and costly
responsibilities such as wages of teaching and
non-teaching personnel in preschools; non-teach-
ing personnel in primary and secondary schools;
the operation of fire protection, the management
of forests and pastures, and irrigation and drain-
age. These new functions were financed with ear-
marked specific grants (constituting 10% of over-
all local finances in 2016 and 2017).
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Chart 29 Albania: Local Government Revenue as a Share of GDP and Total Public Revenue 2006-2017
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The specific transfers and the substantial increase
in own revenues by close to 30% and 22% in 2016
and 2017 respectively, have helped in increasing
the local government revenue share to public rev-
enue to 14% and the share of local revenues to
GDP to 4%. Because of the very conservative le-
gal framework and administrative orders of the
Ministry of Finance, municipalities in Albania can-
not raise funding from local borrowing. The stock
of local debt constitutes 2.4% of local government
revenues in 2015, or 0.06% of the GDP.

Between 2007 and 2015, local government reve-
nues fell faster and rose slower than the revenues
of the national government. This suggests that the
national government was not committed to sharing
the benefits and burdens of economic growth with
local governments. The steep growth of local gov-
ernment revenues in 2016 is primarily related to the
transfer of the new functions at the local level, while
the continued increase in local revenues in 2017 is
related to the increase in the unconditional and the
very positive performance of own source revenues.
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Chart 30 Albania: Revenue Fluctuations of the General and Local Governments 2006-2017
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Own source revenues contribute to 31% of to-
tal local budgets in 2017, about 10 percentage
points below the pre-crisis levels. This is even af-
ter the remarkable increase in own revenue over
the past two years. The increase in freely dispos-
able revenue from own sources or the uncondi-
tional grant (that in 2017 is 22.5% more than in
2015) are offset primarily by the uncontrolled
increase in the size of earmarked investment
grants that supposedly are allocated to local gov-

ernments on a competitive basis; and to a lesser
extent from the introduction of “specific transfers
for new functions”. Close to 70% of local finances
in 2017 came from intergovernmental transfers,
more than half of which are under the direct con-
trol of the central government. This subjects local
budget planning to large degrees of uncertainty
and political patronage. Competitive Investments
Grants reached a peak of 31% of the local rev-
enues in 2017.
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Local Government Revenues in Euro per capita
peaked in 2008 at 95 Euros per inhabitant (census
data) or to 273 million Euro; fell steadily through
2012 with 80 Euros per inhabitant, before increas-
ing in 2014 and 2015 with 94 and 93 Euros per
inhabitant. In 2016 and 2017 local government
revenue per capita increased to 120 and 163 Eu-
ros per inhabitant (or 345 and 468 million Euro
in total). This is due to a combination of factors,
from the increase in own revenue and the uncon-
ditional grant, to the decentralization of the new
functions and most importantly to the significant
increase in investment grants.

In the composition of own revenues, the Property
Tax has been trending upward in the past years
as local governments have put more effort into
collecting the property tax as a reaction to the
elimination of their powers over the small busi-
ness tax. Over the past few years, Albanian local
governments have also improved the administra-
tion of local fees and charges. The most important
local fees are the waste collection fee, along with
greenery and public fees, and fees for the occu-
pation of public space. The revenues from the in-
frastructure impact tax have increased substan-
tially in 2017, although more than two thirds of
the increase are in the capital city of Tirana alone.
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Chart 33 Albania: Composition of Local Revenue, in million Euro, 2006-2017
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Despite the low share of local government rev-
enues in total public revenues, local government
investment spending as a share of total local
expenditures has been relatively high. In 2017,
capital investments made up to 43% of total local
expenditures, while personnel costs fell to 29%
which their lowest level in the decade. This is due
in part to the high and increasing share of condi-
tional investment grants in the system allocated
by the national government.

Local government spending for investments has
increased from a low of 78 million Euro in 2012
to 199 million Euro in 2017. It is worth mention-
ing that earmarket investment grants allocated
through the national government peaked to 147
million in 2017. Spending for wages and goods
and services have also increased over the past
two years.

When we compare central vs. local government
investments, we see that because of these condi-
tional grant, local investment as a share of total
public investment has increased over 2016 and
2017, (34 and 39%) while of total public invest-
ments have remained quite stable 4.4% of GDP.

The yield of Property Tax is low as a share of the
GDP, when compared to Albania’s counterparts in
the SEE region. The property tax collection has been
stable over much of the analyzed decade, with a
slight increase over the past four years. Local gov-
ernment spending on Wages and Investment as
shares of GDP have substantially increased in par-
ticular over 2016 and 2017 reflecting the decen-
tralization of the new functions and the increase in
earmarked grants for investments. Local debt re-
mains low, at 0.06% of the GDP at the end of 2017.
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Bosnia and Herzegovina

The complex administrative system of Bosnia and
Herzegovina (BiH), consists of the state of BiH
which is the central level of government, the two
entities: Republic of Srpska (RS of BIH) and the Fed-
eration of Bosnia-Herzegovina (FBiH of BiH), and
the District of Brcko. In FBiH (BiH), the next level
of government are the cantons and within them
cities and municipalities. In RS (BiH) there are only
cities and municipalities below the entity level.

In fiscal terms, the most active level in FBiH (BiH)
are the cantons while the entity is not very signifi-
cant. In RS. (BiH) it is the entity. Each entity has its
own Ministry of Finance. On the central level (BiH)
the coordinator of fiscal policies is the Fiscal Council.
The allocation of indirect taxes within each entity,
as well as the regulation of direct and other indirect
taxes are regulated by entity legislation. The share
of the funds that is controlled by the central state
(BiH) is very low at around 10%. Indirect taxes are
the most important source of revenue for all levels
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of government. They are collected by the central
level and then divided between the State, the enti-
ties and the Brcko District according to a formula
stated in the Law on Indirect Taxation in BiH.

In 2009, in order to alleviate the effects of the cri-
sis, the central government took a loan from the
IMF and used it for financing current expenditures.
Although the local governments did not partici-
pate in the decision related to this loan, they were
forced to participate in paying it back. This has
significantly weakened the position of the local
governments in both entities since 2012. The as-
sociations of local authorities in BiH addressed
this issue and put serious efforts into advocating
for exempting local governments from servicing
the foreign debt of higher level of government.

The general picture of the municipal finances in Bos-
nia and Herzegovina has remained stable over the
past three years, in terms of the share of local gov-
ernment revenues as a % of GDP and Public Revenue.
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Bosnia and Herzegovina - Federation of Bosnia and Herzegovina

By Gregor Jurisi¢, Association of Municipalities and Cities in the Federation of Bosnia and Herzegovina

Despite its size, Bosnia and Herzegovina (BiH)
has three almost separate fiscal systems: FBiH,
RS and the Brcko District. Indirect 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 Dis-
trict 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
direct and other indirect taxes are regulated by
entity legislation.

In FBiH, the entity’s share of indirect taxes is al-
located to cities, municipalities, cantons and the
city of Sarajevo according to fixed percentages.
Cantons receive 51.23% of the total, Cities and
Municipalities receive 8.42%, the City of Saraje-
vo receives 0.25% while the budget of the FBiH
receives the remaining 36.2%. These shares are
given as Unconditional Transfers and are al-
located by formula. The main criteria for allocat-
ing the transfer is population (68%). But there are
other coefficients for surface area (5%), school
age children (20%) and the municipality’s devel-
opment index (7%) or relative wealth --as mea-
sured by the yield of the Personal Income Tax--
that have equalizing effects. In 2017, the Uncon-
ditional Transfer constituted 120.17 million € or
29.13% of municipal revenues.

The Unconditional Transfer has fallen because of
the rules governing entity debt. These rules re-

quire that debt service payments to foreign credi-
tors be paid directly and immediately from each
entities’ share of indirect revenues. As a result,
the pool of revenues that would otherwise go to
cantonal and municipal governments is automati-
cally reduced by the debt service payments of the
Federation government. Therefore, municipalities
and cities are constantly obligated to participate
in debt service, although they don’t have any
debt arrears. In 2016, the external debt service
effectively reduced local government’s share of
indirect taxes from legally defined 8.42% to 7.1%
(with a revenue loss of 40 million KM or 5% local
revenues). This procedure means that LGU’s reve-
nues depend on external debt servicing, implying
significant volatility and instability and lower local
government revenues when debt service is high.

According to the Law on the Allocation of Public
Revenues, municipalities in FBiH are also entitled
to a specified percentage of at least 34.46% of
PIT revenues collected in their territory. The
other 65.54% PIT revenues belong to cantonal
governments who are obliged to share a specified
percentage of PIT with their municipalities on an
origin basis. The minimum amount they should
share with municipalities is 34.46%. Municipali-
ties within Sarajevo Canton were given the right
to receive a share of only 1.79% of PIT, while Can-
ton itself receives 98.21%. In 2017, about 21%
of local government revenue came from shared
taxes. Another 14% comes from conditional
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grants which municipalities receive from either
the entity or, more frequently, the cantons. Most
are for specific investment projects. Own Source

Local governments own source revenues are com-
posed primarily of local fees and charges (60%),
communal fees and charges (15.8%) and asset reve-
nues (13.3%). Unfortunately, there is no federal level
account of local government own revenues and data
about the nature, type and composition of these rev-
enues are accounted for differently in each canton.

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, reg-
ulated and administered by cantonal authorities.
Municipalities do not play an active role in levying
the tax and its revenue potential is not a major con-
cern of authorities at any level of government.

Local governments are also entitled to 100% of
the revenues of property transfer tax and proper-
ty tax, which constitute 10.6% total local govern-
ment revenues in 2017. Local government powers

Over the past two years, the Association has
been constantly advocating and pleading for the
adoption of a Law on the Financing of Local Self-
Government Units in FBiH to establish a more ad-
equate financing system for local governments’
own and delegated competences and responsi-
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Revenues constitute 36% of total local govern-
ment revenues in 2017 and are composed primar-
ily by local fees and charges.

over these taxes are significantly limited, as both
the base and the rate of the taxes are determined
by the cantonal governments.

In FBiH there is no unique system or precise rule
regarding the assessment and determination of
fees and charges, nor on the way their collection
and administration. This fact, along with insufficient
revenues to cover the costs of assigned compe-
tences, are the two main reasons for the increase
in local fees and charges. In the last three years,
the Ministry of Finance of FBiH, in collaboration with
USAID, gathered and analyzed data regarding fees
and charges, establishing a Register of Fees and
Charges in November 2017, according to which,
there are 350 different fees, with an average of 20
fees per municipality. According to USAID, the num-
ber of fees should be rationalized. The increase in
local fees and charges is considered a significant
obstacle for local development, enterprises and at-
tracting potential investors as they increase the in-
vestor’s cost of doing business in municipalities.

bilities; an adequate financing system for less-
developed municipalities; introducing principles
of fiscal autonomy and revenue options in propor-
tion with their legally assigned responsibilities.

The Law on the Principles of Local Self-Govern-
ments enables federal and cantonal authorities
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to delegate certain competences to local govern-
ments. In doing so they have to take into consider-
ation the capability of local authorities and provide
them with the necessary funds. Unfortunately, this
is not the case, as local governments often execute
delegated competences without being provided
with sufficient resources because of overlapping
and insufficiently defined competences between
cantons and municipalities. Only 2 of 10 cantons
have coordinated their sectoral laws with the Law
on Principles of Local Self-Governments, despite
their legal obligation to do so. One of the major ac-
tivities of the Association of Municipalities and Cit-
ies in the FBiH regarding this matter is constantly
insisting and pleading at the federal government
to incorporate the Association’s recommendation
that all the competences and responsibilities as-
signed to municipalities should be precisely de-
fined and encompassed by the new version of the
Law on Allocation of Public Revenues. The Associa-
tion has also recommended that the principle of
“finance follows function” is enshrined in legislation.

The Association of Municipalities and Cities in the
FBiH continues to advocate for the increase the
share of local governments in indirect tax reve-
nues from 8.42% to 12%; increasing the minimum
share in PIT revenues from 36.46% to 50%, in-
cluding municipalities in Canton of Sarajevo; and
begin sharing 25% of the cantonal CIT revenues
with local governments. The Association is also
active in promoting good governance initiatives
that prevent corruption at the local level.

A new Law on Treasury in FBiH was passed in
2016, ruling that within one year municipalities
should establish a Treasury Single Account that
would register and consolidate all financial trans-
actions, including local governments’ revenues
and expenditures. This is expected to improve fi-
nancial management, reporting and transparency.

Differently from other cantons, where competences
regarding communal services as well as pre-school
and primary school are assigned to local govern-
ments, the government of the Canton of Sarajevo
provides these services instead of municipal govern-
ments within the canton. Municipalities in the Canton
of Sarajevo have raised their concerns and argued
that many of the services provided by the cantonal
communal enterprises are simply too inefficient and
too expensive. After several appeals, the Constitu-
tional Court of FBiH ruled on several occasions that
the rights of municipalities have been harmed. As a
consequence, during 2017 there have been 8 modi-
fications to the cantonal constitution, that provides
that municipalities in the Canton of Sarajevo should
freely decide whether they are willing to give the le-
gal power over these competences to the cantonal
government. This process is still in progress.

In 2017, the Federal government planned to amend
the Law on Civil Protection and the Protection of
Material Goods and eliminate a special charge for
the protection from natural and other disasters that
represented a significant source of revenue for local
governments and for local civil protection systems.
After the Association’s many efforts and actions, the
government of FBiH withdrew the draft-law from
the parliamentary procedure. Similarly, after the
Association’s efforts, the government of FBiH with-
drew also from the proposal to amend the Law on
Concessions (the local government’s share in con-
cession fee’s revenue was planned to be extremely
low compared to the federal and cantonal share).

In July 2018, the government of FBiH submitted to
Parliament a draft-Law that establishes 7 new cities
on the territory of FBiH, that currently have the sta-
tus of municipalities. To legally acquire legal status
of a city, a local government unit must fulfill certain
criteria concerning population (above 30.000) and
in the unit’s urban core (at least 10.000).
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The Association continues to advocate for the ex-
emption of municipalities and cities from servicing
the external debt and has recently filed a lawsuit
against the Federation of BiH demanding the return

of 43 million KM that represent the reduction of mu-
nicipalities’ share in indirect tax revenues, due to
servicing the Federal loan from the IMF in 2010-2014.

Statistical Overview of Local Government Finance in FBiH (of BiH) 2006-2017

Local government revenues in FBiH (of BiH) have not
changed significantly in recent years. The upward
trend that was evident before the financial crisis nev-
er returned. Local government revenues as a share
of total public revenues have fallen from 11.9% in
2008 to 9.8% in 2017. The lowest share was record-
ed in 2012, but between 2013 and 2016 we see this
indicator increasing to slightly fall again in 2017.

In 2017, the overall public revenue increased
while the share of local revenues to both public
revenues and GDP fell to the 2011 levels. The in-
crease in public revenues is due to the measures
undertaken under the Memorandum and Reform
Agenda signed in 2015, that included an optimi-
zation of the control of taxpayers and improved
tax collection. It is important also to note that lo-

Chart 39 FBiH (BiH): Local Revenue as Share of GDP and Public Revenue 2006-2017
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cal government debt has increased from 4.3% of
local government revenue in 2007 when the law
on Debt in FBiH was introduced and enabled local
governments to borrow and emit municipal bonds
to 24.5% of local government revenue in 2017.

Local government revenue fell much faster than
that of the general government during the econom-
ic crisis of 2008-2009 and throughout 2011-2013.
They have also recovered more slowly suggesting
that a disproportionate share of the burden of the
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downturn was placed on local governments except
in 2014 when the local level received support to
deal with the flood damages. LG revenues experi-
enced increase in the next 2 years, during 2015 and
2016, mostly because of annual VAT revenues in-
crease. In 2017, the general government revenues
increased by 8% whereas local govenrment reve-
nues by only 2% as a result of the lower share of
indirect taxes going to local governments because
of the increaase of the federal debt service outlays.

Chart 40 FBiH (BiH): Annual Fluctuations in the Revenues of the General Government and Local Governments
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Chart 41 FBiH (BiH): The Composition of Local Government Revenue 2006-2017, in million Euro
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All categories of local government revenue in-
creased since 2013, mostly related to the improved
collection of indirect taxes and more efficient con-
trol of taxpayers. Own source revenues constitute
the single most important source of revenue for
local governments (36% of the total in 2017), re-
gardless of the significant level of social welfare
functions performed by local governments.

64% of local government revenues are composed
of otherintergovernmental transfers, in the form of
shared taxes and grants. Investment grants have
increased over the past two years aconstituting
14% of local revenues, although they are far from
the pre-crisis levels. The share of block grants in
revenue composition remained negligible.
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The Composition of Local Government Revenue 2006-2017, in Euro per capita
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Since 2012, there are no substantial changes
regarding structure of LG's own revenues. The
composition of own revenues shows a decrease
in the yield of the property tax and a stabiliaztion
of the revenues derived from municipal assets
and communal fees. Other local fees and charges,
which include all fees and charges besides ad-
ministrative and communal ones, still constitute
a dominant component of own revenues with
61% in 2017. The main attribute of the category
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,Other Local Fees and Charges” is the heterogen-
ity of these fees and charges among different
municipalities and cities, which derives from the
absence of unique system or consistent rules on
how these fees are set and collected. Interpreta-
tion of this data is difficulty because the registry
of municipal own revenues across cantons is no-
toriously inconsistent. It is interesting to note that
the revenues from these heterogeneus fees have
doubled compared to the pre-crisis levels.
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The Composition of Local Government Revenue 2006-2017, in %
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Spending for wages and benefits remains the dom-
inant and most stable component of local govern-
ment expenditure, despite macroeconomic tenden-
cies. Over the past four years it has stabilized close
to 29% of Icoal government revenues. Investment,
has slowly recovered from its minimum share in
2013 and constitutes 26% of total local expendi-
tures in 2017, yelt lower than the pre-crisis level. A
high share of expenditure consists of subsidies to
utilities, grants to NGOs and transfers to individu-
als, that constitute 23%. Analyzing the intensity of

]

expenditure trends from 2006 to 2017, it can be
concluded that wages increased by an average of
3.6% per year, while, capital investment have in-
creased by an average annual growth rate of 2.6%.

When local government investments are compared
with those of the entire entity we see that the local
ones were substantial in the pre-crisis period. Yet,
after the crisis this share has dropped significantly,
getting to its lowest point in 2013. Local govern-
ment investments have increased since 2013 and
constitute 59% of overall public investmentin 2017.
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Chart 44 FBiH (BiH): The Composition of Own Local Government Revenue 2006-2017
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Chart 45 FBiH (BiH): The Composition of Local Government Expenditure 2006-2017, in %
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Chart 46 FBiH (BiH): The Composition of Local Government Expenditure 2006-2017, in million Euro
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Chart 47 FBiH (BiH): Public Investment by Level of Government and as a % of GDP 2006-2017
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Chart 48 FBiH (BiH): Local Government Wages, Investment, Debt and Property Taxes as % GDP 2006-2017
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The yield of the property tax - whose base and
rate are determiend by cantonal governments - is
low and has fallen since 2008. The accounting of
local government debt remains problematic, but
it seems it has increased with a greater jump in
2014 presumably to finance and cover the dam-
ages after floods. However it remains under 1%

of GDP. Although increasing in absolute terms, the
share of local government spending on wages to
GDP, has decreased by 20% when compared to
2006. Between 2008 and 2013, local government
investments to GDP have decreased. The downard
tendency was reversed over the past four years.
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By Goran Rakié, Association of Municipalities and Towns of Republic of Srpska

Local governments in Republic of Srpska (RS of
BiH) derive about 85% of their total revenues
from an Unconditional Transfers and Own Rev-
enues. Given the RS’s extensive responsibilities
in social sector functions, including wages of pre-
school teachers, and other social and cultural
institutions, this is rather peculiar. On the other
hand, it may also reflect the fact that all local gov-
ernment competences are defined as “original” or
“exclusive” local competences and therefore to be
funded through freely disposable revenues.

The definition of local government responsibilities
is a subject of discussion in the RS. All local gov-
ernments, regardless of size and capacity have
all the same functional responsibilities. Research
shows that this is often accompanied by dispari-
ties in access and quality of services provided to
citizens. This is which related also to consider-
ations of territorial organization.

Since 2006, the size of the Unconditional Trans-
fer has been set as a percentage of the entity’s
share of indirect taxes (24%) and allocated by
formula. The formula allocates 75% of the pool
of funds on a per capita basis, 15% on the basis
of the territory of the municipality, and 10% the
basis of the students in secondary schools.

While the share of indirect taxes used to fund the
transfer has been stable, the formula for allocat-
ing it has been repeatedly changed. The Uncondi-
tional Transfer accounted for about 50 % of local

revenue between 2006 and 2017. Municipalities
also receive 25% of the Personal Income Tax
(PIT) generated in their jurisdictions. These reve-
nues are freely disposable and have accounted for
between 6 and 10% of local budgets since 2006.

There is also a Transfer for Underdeveloped
and Extremely Underdeveloped municipali-
ties. The amount of this Transfer is set in the an-
nual budget law and allocated according to four
criteria: the total per capita revenues of regis-
tered businesses (35%); the per capita budgetary
revenues of the municipality in the previous year
(25%); population density (20%); and the unem-
ployment rate (20%) Finally, municipalities are
eligible for conditional grants from the entity
government, most of which are for investment.
Conditional grants accounted for between 5 and
6% of local budgets for most between 2013 and
2017. Overall, local governments in the Repub-
lic of Srpska are characterized by a high level of
dependence of the revenue transferred from the
higher levels of government (63% in 2017).

Municipalities derive Own Revenue from proper-
ty 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 available data for
own-revenue is poor and most of it is accounted for
under the title “Communal Fees and Charges”.

Analysis of the status of the local government in BH”, Development Agency EDA, 2012
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The financial challenges of the local governments
in RS (BiH) in 2017 continued as the competences
are underfunded and the majority of funds came
from shared revenues and transfers. Local govern-
ments still don’t actively participate in determin-
ing the allocation of the shared revenues and don’t
have sufficient autonomy in the management of
natural and other resources on their territories. Lo-
cal governments require a higher degree of fiscal
decentralization and autonomy, particularly in the
area of realization of own source revenue. They
have a great interest and motivation for a more ef-
ficient tax collection, although in many cases they
do not have the competence nor the developed
infrastructure. There is a need to review the exist-
ing organization of the Tax Administration and the
eventual introduction of new local and regional tax
authorities, which would be fully dedicated to the
collection and implementation of legislation relat-
ed to the original revenues of local governments.

As many other counterparts in the region, one of the
key challenges facing local governments in the RS

The financial challenges of the local governments in
RS (BiH) in 2017 continued as the competences are
underfunded and the maijority of funds came from
shared revenues and transfers. Local governments
still don't actively participate in determining the al-
location of the shared revenues and don’t have suf-
ficient autonomy in the management of natural and
other resources on their territories. Local governments
require a higher degree of fiscal decentralization and
autonomy, particularly in the area of realization of own
source revenue. They have a great interest and moti-
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is the update of the fiscal register of properties and
taxpayers. There have been attempts to regulate
this also from a legal perspective. The recent Law
on the Property Tax introduces the obligation for the
Tax Administration of RS to share and submit data at
the request of the city or municipality for properties
located in their territories. This is a clear aim to es-
tablish better coordination of these bodies for more
efficient tax collection. In addition, the Law also in-
troduces the obligation of the Republic Administra-
tion for Geodetic and Property Affairs to provide per-
manent access to the Tax Administration of RS and
to local governments on property information. Tax
compliance also remains a challenge. To strengthen
tax compliance and enforcement, the Law on the
Property Tax also introduces a clause that prohibits
the sale of those properties for which was not paid
property tax. Compliance with this requirement shall
be checked when making a notarial document that
represents basis for registration of rights on property.
The deadlines for the payment of the property tax
had been changed as well to improve tax collection
and at the same time improve budget sustainability.

vation for a more efficient tax collection, although in
many cases they do not have the competence nor the
developed infrastructure. There is a need to review
the existing organization of the Tax Administration and
the eventual introduction of new local and regional tax
authorities, which would be fully dedicated to the col-
lection and implementation of legislation related to
the original revenues of local governments.

Over the past few years, the National Assembly of
the Republic of Srpska has adopted several laws
that affect local governments.
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The Law on Amendments to the Law on Property Rights

The Law on Amendments to the Law on Property
Rights was adopted in July 2015 and it gave ad-
ditional jurisdiction to the local governments to
sell property even below market price (or free of
charge), to promote investments of special im-
portance for regional or local economic develop-
ment. These properties may be used as shares for
the establishment of a joint company with the pri-

vate partner, in accordance with the regulations
governing public-private partnerships. The rules
and procedures should have been defined in by-
laws and guidelines adopted by the Local Assem-
bly. While both the Republic and Local Assemblies
have been slow in adopting the necessary bylaws
that would implement the law, citizens raised the

“constitutionality” of some of the articles.

The Law on Amendments to the Law on Income Tax

This law came into force on 1 September 2015, and
it aimed to find at reducing the overall tax burden
on labor and employment and to reduce the tax
burden of companies so that they utilize the freed-
up resources for new investments. With this law
the incomes from dividends and shares in profit
are exempted from the income tax. In this way all
taxpayers in BiH are equal and the law prevents

The Law on Preschool Education

tax competition within BiH. Namely, in the Federa-
tion of BiH there was no obligation to pay income
tax on dividends, which resulted in the “transfer”
of the company's head offices to the territory
where the law was more favorable for the taxpayer.
The law had adverse consequences on local gov-
ernment revenues, as 25% of the PIT revenues are
allocated to local governments on an origin basis.

This Law came into force on September 2015. One
of the main changes was the determination of the
economic cost of services for preschool institu-
tions which is expected to directly contribute to
the increase in children enrollment and reducing
waiting lists. The previous law did not define costs,

The Law on Fiscal Responsibility

but only what was financed by the founder of the
institution and parents. The criteria that determine
the cost of services are based on the structure of
the program duration, the analytical structure of
the actual costs of services in pre-school institu-
tion and the number of children enrolled.

This law has been in force since November 2015 and
aims at consolidating public spending, strengthen-
ing accountability for the efficient and effective use

]

of budget resources, and building a stronger sys-
tem of checks and controls to ensure and maintain
fiscal responsibility, transparency and medium and
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long-term fiscal sustainability of the Republic of
Srpska. This law introduced also the concept of issu-
ing a Statement of Fiscal Responsibility for public of-
ficials having office responsibilities for drafting and
amending public budgets. Furthermore, the Law es-

tablished also a Fiscal Council, with the authority to
request from budget users, local government units
and funds adequate economic and fiscal data and
information to support assessments and analysis to
be performed by Fiscal Council requires.

The Law on Territorial Organization of the Republic of Srpska

Between 2012 and 2016 The Law on Territorial Orga-
nization of the Republic of Srpska had changed sev-
eral times. Firstly, in 2012, 6 cities had the City Status
(Banja Luka, Bijeljina, Doboj, Isto¢no Sarajevo, Prije-
dor and Trebinje). In 2014 a new municipality, Stanari,
was established by separating part of the City of

The Law on Property Tax

Doboj. Also, in 2014, the municipality of Zvornik was
awarded the status of city. With the amendments
to the Law on Territorial Organization of the Repub-
lic of Srpska, the number of cities increased from 6
to 7, and therefore the number of municipalities was
changed from 58 to 57 municipalities.

In 2015 the National Assembly of the Republic of
Srpska adopted a new Law on Property Taxation
to enter into force on 1 January 2016. Since 2012,
the Tax Administration of the Republic of Srpska
raised issues of inconsistent management of the
property tax by certain local governments, in par-
ticular as regards untimely decision-making and
submission of decisions to the Tax Administration
of RS and the “unreasonable” determination of
the tax rates at the level of minimum or maximum
rates allowed (at the time the interval for the prop-
erty tax rate was 0.05% - 0.50%).To improve col-
lection the draft-Law proposed a single property
tax rate at 0.25% and established a lower tax rate
for property used directly for production purposes
at 0.20 %. However, in the Natonal Assembly the
draft-law was amended and the final rates ap-
proved were 0.20% and 0.10% for property which
directly carries out productive activity.

Following the new Law on Property Taxation, the
tax base is the estimated market value of the prop-
erty, which is determined on December 31st of the
previous year. Municipal and City Assemblies are
obliged, no later than January 10th, of the current
year, to submit to the Tax Administration of RS de-
cisions on the estimated market value of property
by zones on its territory for land (construction, ag-
riculture, forestry, industrial, etc.) and buildings
(apartment, house, business, industrial and other
facilities). The new Law specifies also properties
that are exempted from the tax, including now
all public goods, as well as property owned by an
institution founded by the Bosnia and Herzegovi-
na, the Republic of Srpska, the Federation of BiH,
Brcko District and local government units.
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A new Law on Local Self-Government was approved
on November 2016 to regulate the system of local
self-government, with the major novelties includ-
ing among others, two additional responsibilities
for cities. The law provides now the possibility that
a city which consists of no municipalities, in addi-
tion to the competencies granted to the municipal-
ity, can organize the tasks of legal representation
before courts and other bodies in property and le-
gal disputes, disputes on fees and charges and ser-
vices, and working disputes, as well as the collec-
tion, control and enforcement of collection of the
original revenue of the city budget. This de facto
means that cities are authorized to legal represen-
tation, which was previously done by Attorney Gen-
eral of the Republic of Srpska, organize themselves.
However, it should be noted that the application
of these provisions was postponed for January 1st
2018. The application of the other responsibilities
assigned to the city, primarily related to the collec-
tion of property tax revenue, have been postponed
until further notice, i.e., until 01 January 2019.

The new law prescribes also a threshold for the num-
ber of employees in local self-government, includ-
ing the maximum number of employees for with
an indefinite time contract in the city or municipal
government, at no more than three employees per
1,000 inhabitants in according to the last census.
Notwithstanding Article 67 of this Law, the maxi-
mum number of employees with an indefinite pe-
riod contract (permanent employees) in the munici-
pal administration, according to the latest census is:

1) local governments with less than
1.000 residents have 7 employees,

2) local governments with 1.001 to
2.000 inhabitants, have 10 employees,

3) local governments with 2.001 to
3.000 residents, have 13 employees

4) local governments with 3.001 to
4.000 residents, have 15 employees and

5) local governments with 4.001 to
5.000 residents have 17 employees.

The mutual cooperation of local governments is
regulated in a more comprehensive and detailed
manner in relation to the previous legal solutions.
Among other things, the law explicitly states
that cooperation between local self-government
is realized by forming joint working groups, the
establishment of a joint public company, a joint
company, a joint public institution, public-private
partnerships, pooling of financial, material and
other resources on the basis of the project, etc.

One of the most important novelties in the new
law is the possibility for the National Assembly of
the Republic, to dissolve the Local Government
Assembly, if the local authority is not constituted
within 3 months from the date of confirmation of
the election results by the competent authority; if
the budget is not adopted within the prescribed
deadline; if no Assembly session is held for a pe-
riod longer than three months, for any reason. In
the case of dissolution, the RS government has the
authority to appoint an Interim Authority of local
government, which shall consist of one represen-
tative of the Ministry of Administration and Local
Self Government, the Ministry of Finance, and a
representative proposed by the mayor. The Inter-
im Authority will perform the assembly affairs un-
til the constitution of Assembly. These rules should
prevent blocking the work of local governments.
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Finally, it is important to note that along with
the entering into force of the Law on Local Self-
Government of RS, the Law on Civil Servants and
Employees in the bodies of local self-government

of the Republic of Srpska entered also into force,
regulating the rights and duties of the public ser-

vants in the bodies of local self-government.

Statistical Overview of the Finances of Local Governments in RS (BiH) 2006-2017

Local government revenue as a share of GDP de-
clined from a peak of 8% in 2007 to 6.2% in 2017.
Local revenue as a share of total public revenue
fell from 21% in 2007 to 15% in 2017. In short, the
financial position of municipalities in RS (of BiH)
has deteriorated quite substantially over the past
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decade, and has worsened further with the finan-
cial consequences of the major floods of 2014.

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

Chart 49 RS (of BiH) Local Government Revenue as Share of GDP and Total Public Revenue 2006-2017
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of economic downturns on local governments, ex-
ceptin 2015 and 2016 when the entity government
revenues slightly declined and the local revenues
increased. The tendency of slower increae in local
government revenues has retured in 2017.

The composition of the revenues of the local gov-
ernments in RS (BiH) implies they are heavily de-

I [ | REPORT | Fiscal Decentralization Indicators for South-East Europe

pendent on the Unconditional Grant, which has
fallen to 48% of the total in 2017 from 51% in 2016.
Own Revenue has remained relatively stable for
the past 7 years to increase at 37% in 2017. The
share of shared taxes has also increased to 10% of
the total in 2017.

Chart 50 RS (of BiH) Annual Fluctuations in the Revenues of the General Government and Local Governments
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Chart 51 RS (of BiH) Composition of Local Government Revenues 2006-2017, in % of total
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Chart 52 RS (of BiH) Composition of Local Government Revenues 2006-2017, in mln Euro
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The composition of the own revenues shows the
domination of communal fees and charges (on ad-
vertisement, particular categories of entertainment,
use of public space, parking, accommodation in ho-
tels, and construction of buildings) with 72% of the
total in 2017. The revenues from property taxation
remain very low, just 11% of the own revenues in
2017, and among the lowest in South East Europe.

Over the past two years, investment as share of total
expenditure has slightly recovered to 12 and 13%
after 8 years of regular decline. On the other hand,
spending on wages has increased. Like their coun-

]

terparts in FBiH (of BiH), RS (of BiH) municipalities
spend significantly on subsidies to municipal utilities,
grants to NGOs and transfers to individuals. However,
the share of grants and transfers has fallen by 10%
points between 2016 and 2017. Until recently, Con-
ditional Grants played a marginal role in the system.

The overall deterioration of the financial position
of local governments in RS (of BiH) can be seen
in the sharp drop in investment spending be-
tween 2006-2015. Public investment in general
decreased in 2017, but the share of investment
of the entity government dominated with 73% of
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the total, which has been the case in the past debt of local governments increased dramati-
three years. The picture was quite differentin the cally between 2010 and 2014, which may be due
period before the financial crisis. to the need to resolve quickly the damages of
the big floods, but decreased again in 2017. In-
vestments as a share of GDP have been declining
since 2007.

Wages have also declined as a share of GDP,
while property tax revenue has increased as a
share but still remains under 0.5% of GDP. The

Chart 53 RS (of BiH) Composition of Own Local Government Revenues 2006-2017
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Chart 54 RS (of BiH) Composition of Expenditures in 2006-2017
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Chart 55 RS (of BiH) Investment by Level of Government and as a % GDP 2006-2017
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Chart 56 RS (of BiH) Investment, Wages, Debt and Property Tax as Share of GDP 2006-2017
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Bulgaria

Emil Savov, National Association of Municipalities in the Republic of Bulgaria

The Intergovernmental Finance System (IFS) is regu-
lated mostly in the Public Finance Act (2014) and in
the Municipal Debt Act, which defines the borrowing
framework. The former represents the legal budget
umbrella for all the public sector actors and, with
its introduction, the Municipal Budgets Act, which

A. Transfers

requlated the local governments’ finances between
since 1997, has been abolished. In addition to that,
the annual state budget laws set the specifics for
each of the transfers to the local governments - to-
tal amount, allocation among municipalities, time-
table for disbursements and other conditionality.

The Bulgarian municipalities are heavily dependent
on transfers from the central budget - in 2017, their
share of the total municipal budgets reached 63%
(54% in 2015). The following three types of trans-
fers are of greatest fiscal significance at local level:

It amounts to 1.3 billion EUR in 2017 and takes up
82% of the total transfers. Its purpose is to fund
public services, which are central government’s
responsibility but provided by the municipalities.
One such service is education (from kindergar-
tens to secondary school level), which forms 70%
of this subsidy. The other services, funded by this
subsidy, are social assistance for elderly people
(10%), the salaries of the municipal administra-
tion (10%), cultural activities (5%, museums and
libraries) and healthcare (5%, nurseries, health
services at schools, prevention activities). The
calculation of the total amount of the subsidy is
based on service costs. Its allocation among mu-

nicipalities reflects indicators such as number of
pupils, classes, libraries’ staff etc.

The concept for this subsidy has been developed
in 2001-2002 as an attempt to overcome the
main deficiency of the IFS at that time (see the
text box below). Once implemented, it eliminated
the municipal budgets’ financial gap to great ex-
tend but significantly decreased the level of local
fiscal autonomy. From this prospective, the term
“general” in its name is misleading - in fact, the
subsidy “arrives” at local level with almost all ser-
vice provision decisions already taken by the re-
spective ministries. In Section Il of the report, this
phenomenon is described as well-known paradox
- as countries devolve social sector functions to
local governments, local governments typically
become more financially dependent on their na-
tional governments than before. The main reason
for this paradox in Bulgaria is the way these func-
tions are being funded - through transfers, micro-
managed at the central level.
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Prior to 2003, the Bulgarian municipali-
ties have been dependent on sharing
(with the central government) proceeds
from the personal income tax (PIT) and
from the corporate profit tax. Through-
out the years this opaque financial ar-
rangement lead to increasing local defi-
cits - municipal governments were
expected to cover the full costs of pre-
tertiary education from the yield of their
PIT share and of a variety of social ben-
efits payments, something that was vir-
tually impossible in all local govern-
ments except the capital.

Equalizing subsidy

The purpose of this subsidy is to ensure that each
municipality possesses enough money (both own
source and transfers) to fund a minimum of public
services. This is the only transfer, over which lo-
cal governments have full fiscal autonomy. By law,
the annual size of the equalization subsidy cannot
be less than 10% of the own revenues of all mu-
nicipalities in the previous year. Its total amount
is 10% of all transfers (approx. 150 million EUR).

The allocating criteria among the municipalities
are part of the annual state budget laws and
have been changed repeatedly. Currently, the al-
location formula has two components. The first
one (revenue potential) allocates to those local
governments, whose per capita own-revenues
are less than 90% of the national average. This
amount can be reduced by up to 25% if a munici-
pality’s tax rates are below the national average.

The second component (service responsibilities)
allocates the remaining funds in the grant pool
according to separate calculation of expenditure
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needs. These needs are calculated on the basis of
costing standards for preschools and homes for the
elderly, as well of municipality’s surface area. Mu-
nicipalities whose per capita expenditures on these
functions are less than 100% of the national aver-
age are entitled to 100% of the difference. Munici-
palities, whose expenditures are higher than the
national average, receive 50% of the difference.

In practice, all local governments are entitled
for this subsidy, which contradicts with its gen-
eral purpose - to help resource-poor local govern-
ments only. For a number of years NAMRB’s has
argued, that despite the efforts for improving it,
the current methodology has serious shortcom-
ings mainly because it is not based entirely on cri-
teria that are fully independent of local decisions,
and thus can be “gamed”.

Earmarked investments transfer

Local Governments receive conditional grants for
specific investments and government programs.
The total amount is annually set in the state bud-
get laws (8% of all transfers) and its allocation
is based on objective criteria - number of inhab-
itants, number of settlements and surface area.
During the execution of the state budget, if the
central budget operates at a sustainable sur-
plus, the central government provides additional
investment transfers to the local governments -
mainly for streets and roads reconstruction.

Since joining the European Union in 2007, most in-
vestments at local level have been funded by EU
monies. Until 2015 (the end of the programming
period) municipalities have received nearly 4 bil-
lion EUR in EU grant money, mostly for projects to
improve their environmental, social, and technical
infrastructure. The Bulgarian municipalities receive
over 60% of the EU financial support to Bulgaria.
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One of the significant traits of the Bulgarian IFS
is the lack of central taxes shared with the local
governments. From this prospective, Bulgaria is
almost unique in the EU.

NAMRB traditionally is heavily involved in the an-
nual state budget cycle during which NAMRB and
the Ministry of Finance negotiate on:

the total amount of each of the transfers,
the costing standards for each of the services

B. Own revenues

funded by the subsidy for the delegated func-
tions,

the allocation criteria of the equalizing subsidy,

other transfers and changes to the budgeting
rules.

The results of the negotiations become part of
the draft budget for further consideration and
deliberation by the central government and
the Parliament.

The own revenues (1.1 billion EUR in 2017) form
41% of the municipal budget revenues and con-
sist of three main types - municipal taxes, fees
and other (mainly property related) revenues.

The local taxes represent 42% of the municipal
own revenues in 2017. There are seven local tax-
es, three of which account for over 90% of all local
taxes revenues: property tax (35%), motor vehicle
tax (32%) and property transaction tax (28%).

In 2007, the Parliament amended the Constitution
thus granting taxing powers to the local govern-
ments. The law?® defines the types of the local tax-
es and, for each of them, the taxpayers, the tax
base, the tax rate limits (lowest and highest) and
the tax exemptions. The municipal councils deter-
mine annually the tax rates and define the zoning
for the property tax. The average collection rate
for the first two taxes is approximately 70%.

The Local Taxes and Fees Act

A new local tax has been introduced in 2017,
which is paid by the taxi drivers and, in fact, it
substitutes their personal income tax. It generat-
ed 5.4 million EUR (1.2% of the local taxes) main-
ly in the large municipalities and in local govern-
ments with strong tourist business.

The local fees?® form 35% of the municipal own
revenues in 2017. The waste disposal fee, paid
by the citizens and the business, has the biggest
share of all the fees - over 70%. The parents pay
nurseries and kindergartens fees for their kids,
which accounts for 9% of the total municipal fees.
Local government receive fees also for so-called
technical fees - for issuing and/or verifying vari-
ous documents such as building permits. These
fees represent 5% of all fees collected.

According to the Constitution, the types of fees the local governments may collect are to be defined
in the law. This law is the Local Taxes and Fees Act.
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These revenues’ share of own revenues is approx.
20% and their major component are rents from

While the economy and public sector as a whole
fully recovered from the effects of the economic
downturn. The local government sector in general
also overcame the sharp transfers’ cutin 2010 but
since then the disparities among the local govern-
ments’ financial situation increased. A number of
issues related to the local governments’ finances
require immediate policy attention and actions:

The considerable nominal increase of the mu-
nicipal budget in 2016 and 2017 is the result
of short-term state policies (transfers increase)
funded through the municipal budgets.

The municipal payment arrears (payments due
to suppliers of goods and services) maintain
an unhealthy level of about 100 million EUR
(10% of own-revenue) for a number of years.

The underfunding of the delegated functions
(via suppressed service costs) “pumps” 50
million EUR out of the own revenues (at the
expense of the local investments) in order to
maintain the level of the services.

About 40% of local governments have signifi-
cant operating deficits and have trouble meet-
ing their co-financing requirements for EU
funded projects.

The local taxes have limited growth potential
due mainly to the negative demographic
trends. For this reason, the increase of the
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municipal property (135 million EUR), followed
by municipal assets sales (70 million EUR). The
other, much smaller, revenue items include fines,
concessions rights etc.

collection rate is problematic for most of the
local governments and, for the same reason,
increasing the tax rates treats unfairly the de-
creasing number of paying taxpayers.

The local governments use the debt financing in a
prudent and balanced way - mainly for infrastruc-
ture and co-funding of EU-supported projects.

NAMRB continues to be proactive in raising these
issues and in proposing regulatory changes to
address them. Three years ago, the association
started to get prepared and to send to the MoF
the transfers expectations of the local govern-
ments while in advance during the annual budget
preparation cycle. This practice proved more fruit-
ful than just reflecting to the ministry’s proposals
- when the draft state budget is already balanced.
This breakthrough can be seen in the consider-
able increase of some of the transfers, some of
which have been “frozen” at the level of 2012.

The most important proposal for substantial
change in the municipal own revenue base is a
draft concept for amending the Local Taxes
and Fees Act, developed by NAMRB and adopt-
ed by its members in 2015. The concept sets the
following areas for improvement: the taxation of
agricultural land, introducing municipal PIT, limit-
ing the scope of tax exemptions, increasing the
local discretion on tax assessment and adding
new fees for street lightning and city-center con-
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gestion. The need for changes has been identified
by the MOF as well and the first expert groups
were established in 2018.

4. Changes to the methodology for assessing
the tax base for the property tax, aiming at:
- Granting some discretion to the munici-
pal council for applying corrective coeffi-
cients according the specificity of the lo-
cal real estate market - the general goal
is to get the assessed value of the prop-
erty as close as possible to the real (mar-

The Concept for amending the
Local Taxes and Fees Act in brief

1. Legally banning the state to provide local

tax exemptions for state policies. Such pol-
icies cost local governments a lot: for ex-
ample, owners of energy efficient build-
ings get long-term property tax exemptions,
which cost about 2-3 million EUR the bud-
get of a large city (over 100 000 citizens).

Adding the agricultural land as taxable
asset for the purposes of the Property tax.
Currently this land is fully exempt. At the
same time, the land is a valuable capital
asset, which, among other things, attracts
considerable EU grants (the payments
under the Common Agricultural Policy
are made based on agricultural land own-
erships). For the majority of the local gov-
ernments, the agricultural land is the big-
gest asset (tax free now).

. Establishing tax links between the busi-
ness and the local governments. Bulgaria
ceased to share the corporate income tax
with the local governments 15 years ago
and NAMRB’ does not intent to restore it.
The good European examples show suc-
cessful practices of taxing specific busi-
ness traits such as number of employees,
office space etc. If implemented, a) this tax
should be of local choice - each municipal-
ity has to decide whether to impose it, and
b) the current tourist tax has be abolished.
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ket) values. The same applies to the ve-
hicle tax base.

- simplification of the methodology and
decreasing the “location factor” - cur-
rently the size of the settlement, where
the property is situated, drives 80% of
the assessed value.

5. On-going efforts to link the different pub-

lic databases (central and local) - couple
of years ago the Police shared its vehicle
registration databases with both the MOF
and the municipalities which lead to a)
considerable increase of tax revenues
from the vehicle tax and 2) sharp de-
crease of non-compliance (tax evasion).

6. In the area of the local fees:

- the current “dog ownership” fee may be
transformed into “pet/animal ownership”
one. Thus the municipalities will be able
to impose fee on the owners of animals
creating most of the public concerns - in
the cities these are the dogs but in rural
settlements - home grown pigs, cows,
goats etc. are the origin of additional
waste and sanitation problems;

- new “city congestion” fee is needed in
the large municipalities to tackle the traf-
fic problem in downtowns.
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NAMRB intends to further propose and insist for
advancement in 2018 on the following issues:

Improving the allocation mechanism of the
equalizing subsidy in a way that only financially
weak local governments have access to it. The
association will face a serious challenge with
these of its members which will be denied ac-
cess to it - currently all 265 local governments
are eligible. The trade-off might be progress on
the tax reform agenda (see the box above) i.e.
losing the subsidy might be compensated with
additional own revenue sources;

Local government revenue as a share of GDP de-
clined from a high of 7.4% in 2008 to a low of 5.8%
in 2012, before rebounding to 6.9% in 2014 and
7.9% in 2015 - these two “peaks” reflect the EU
money flows. 2014 and 2015 were the last years
of the previous EU programming period when
most of the payments for implemented municipal
EU-backed projects have been made. Without this
considerable financial support, in 2016 and 2017
the ration got back to “normal” - 6.2% and 6.6%.

The local share of total public revenue also fell from
20% in 2008 to 17% in 2012.This level was main-
tained in 2013, rose by 3 p.p. and 4 p.p. in 2014
and in 2015 for the same reasons, explained above.
In 2016 and 2017 the ration is back to 17% and
18%. Both shares have to be considered very low
given that Bulgarian local governments are fully
responsible for financing all pre-tertiary education.

Local and General Government revenues declined
in tandem with the economic crisis. But General
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Granting local governments with decision-
making authority over the services funded by
the general subsidy for delegated functions.
The good European examples show that focus
must shift towards efficiency and result-ori-
ented indicators set by the central govern-
ments (instead of micromanagement);

Seeking tangible financial source(s) for main-
taining and reconstructing the municipal roads
- half of the total road network in the country.

Government revenues increased much faster dur-
ing the recovery. This trend then reversed in 2013,
but, as noted already, the EU money is the main
growth drive for the municipal revenues since.

In 2006-7, Bulgaria replaced PIT sharing with an
expanded set of General Subsidy for social sector
functions (education mainly). Since then the com-
position municipal revenue has been dominated
by own-revenue and conditional grants, almost
80% of which are for education. 2014 and 2015
are interesting as they show an increase in invest-
ment grants which seem to be slowly returning to
their pre-crises levels but this time the increase
is due to EU money. 2016 is the third year of the
current programming period (2014-2020) but in
fact is the first when EU money poured in. In 2017
a sharp increase of the subsidy for education, re-
flecting the highest priority of the central govern-
ment, reversed the negative trend.
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Chart 58 Bulgaria Local Government Revenue as Share of GDP and Total Public Revenue in 2006-2017
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Chart 59 Bulgaria Fluctuations in the Revenues of the General and Local Governments 2006-201
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Chart 60 Bulgaria Composition of Local Government Revenue 2006-2017
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Chart 61 Bulgaria Composition of Own Source Revenues 2006-2017
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Chart 62 Bulgaria Composition of Local Government Expenditures 2006-2017
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Chart 63 Bulgaria
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Croatia

By Dario Runti¢, Advisor to the Association of Cities in Croatia

Croatia’s intergovernmental finance system is heavi-
ly dependent on the origin-based sharing of Person-
al Income Tax (PIT). Local governments receive
60% of PIT collected in their jurisdiction; regional gov-
ernments receive 17% of the PIT revenues; another
6% of PIT revenues are allocated and earmarked to
local and regional governments for the decentralized
functions they perform and 17% of PIT revenues are
paid into Fiscal Equalization Fund. As such, the rules
governing PIT sharing also constitute the backbone
of Croatia’s transfer and equalization system. Local
governments are allowed to impose a surcharge of
up to 18% on the amount of PIT taxpayers owe to
the government. The surcharge currently constitutes
10% of all local PIT revenues. Taken together, PIT rev-
enues generate 43.5% of consolidated local and re-
gional government revenues in 2017.

There are two types of earmarked grants in Croa-
tia and they are both dedicated to financing the
specific functions which the national government
transferred to regional and local governments in
early 2000’s, including primary and secondary
education, social welfare, healthcare and fire pro-
tection). In Croatia, 6% of PIT revenues (approx.
110 million Euro) are earmarked to those regional/
local government that carry out the above-men-
tioned specific functions. Expenditures not cov-
ered by the 6% PIT allocation are funded through
the Equalization Fund for Decentralized
Functions (EFDF) that is an earmarked grant
funded by the State budget (approx. 200 million
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Eur) and legislated annually in the national bylaws
of line ministries. Funding from the EFDF depends
on function-specific minimal standards deter-
mined by national bylaws, (i.e., for primary edu-
cation - number of pupils, classrooms and school
buildings).; While the EFDF provides the majority
of the funding for the decentralized functions, it
also makes local governments vulnerable to the
national budgeting process and economic trends.

The Fiscal Equalization Fund (FEF) is a non-
earmarked fund of approx. 270 million Euro es-
tablished in 2017 with the amendment of the
LLGF. It aims at equalizing PIT revenue disparities
across local and regional governments. The FEF
is funded by 17% of PIT collected and automati-
cally distributed to the recipients daily, according
to individual shares which are set in advance of
the budget year. Local governments’ individual
shares are calculated as a difference between the
individual target per capita PIT revenues and the
(5-year average) actual per capita PIT revenues.
Local governments may address the Constitution-
al Court at any time on the key elements of the
FEF, including total funding, target levels, share
calculation formula, automatic distribution etc.
The introduction of the FEF is considered a ma-
jor positive development as it reduces disparities
across local governments PIT allocations, increas-
es the transparency and predictability of local
government revenues while reducing exposure to
national government budgeting process and indi-
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vidual bylaws. The major weakness lies in the fact
that the overall system is vulnerable to national
economic trends.

Own Source Revenues (OSRs) constitute more
than 30% of total local revenues in Croatia. Most
OSRs come from the Land Use Fee (LUF) and Land
Development Fee (LDF), with the former known
locally as the “Communal Fee”. Revenues from
these fees are earmarked for the construction and
maintenance of communal infrastructure. Croa-
tian local governments also derive more than 30%
of own-revenue from the rental and sale of mu-
nicipal assets. The regulation of local government
powers over asset management are enshrined in
national legislation.

The Law on Local Taxes was amended in late 2016
to introduce the property tax into the Croatian tax
system and local governments were supposed to
start collecting property tax as of January 1, 2018.

The legal powers granted to local governments to
assess, impose and collect taxes and fees from
their constituencies vary. The two most impor-
tant sources of own-revenue, the Land Use Fee
(LUF) and Land Development Fee (LDF) are enact-
ed in national legislation and further elaborated
in local bylaws approved by local councils. The
national law determines the method of calcula-
tion, taxpayers, general exemptions and legal
remedies. On the other hand, local governments
have the power to set the initial values (the LUF
rate is capped by law to a max rate of 10% of the
average cost of constructing one cubic meter in
Croatia) of the fee, zoning regulations and even-
tual additional factors that affect calculation, tax
administration process etc. The collection and en-
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The property tax was supposed to merge with and
replace the Land Development Fee, the Second
House Tax and the Monument Fee into a single rev-
enue source. It was supposed to be charged per
square meter, depending on a base rate set by lo-
cal governments and corrected for location, usage
(housing, business, leisure), year of construction
and quality. Three months before the entry into
force, upon the Government’s proposal, in Septem-
ber 2017, Parliament repealed the property tax. The
National Taxpayer Association started anti-proper-
ty tax campaign in April 2017, just in advance of
the May local elections in Croatia. Considering that
the rate setting powers were in the hands of local
governments, rate decisions were due in Novem-
ber 2017, and national associations’ boards were in
suspense until end of elections, local units and na-
tional associations could not engage in campaign-
ing and Government repealed the tax.

forcement of these fees cannot be transferred to
the National Tax Administration nor to any other
entity under the control of third parties. Except for
the LDF and the Tax on Use of Public Space, na-
tional legislation defines the tax base and sets or
caps the rate of all other local and shared taxes.

As in many other countries in the region and be-
yond, the main challenge facing Croatian local
governments as regards fiscal autonomy and tax
administration is the establishment, harmoniza-
tion and update of fiscal registers of their tax base
(buildings, land, transactions etc.,) and tax pay-
ers. The largest local fiscal register in Croatia is
the Land Development Fee Register. This register
serves also as a basis for the administration of oth-
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er important local taxes and the delivery of public
utility services. In a mid-2015 Survey, the Associa-
tion of Cities in Croatia (AOC) finds that the quality
of the LDF register is “fair”, considering that 46%
of local governments had performed an extensive
review in the previous 12-18 months, while 91%
reported performing incremental updates to the
register whenever a change occurred or was re-
ported. Nevertheless, there remain significant dis-
crepancies between the LDF register and the State
Statistical Offices as regards tax bases (no. of
buildings, surface area of buildings etc.,). The AOC
Survey shows that local governments’ that have
smaller discrepancies with the State Statistical Of-
fice register have some common characteristics:
LDF registers contain the personal unique identifi-
er number for more than 93% of taxpayers’; exten-
sive updates had been performed recently within
the last 12 months; taxpayers are more compliant
to reporting information changes, as required by
law; and he register is updated with data collection
in the process of building legalizations.

Along with proactive measures of local govern-
ment themselves, the regular and automated ex-
change of information between national and local
fiscal registers remains critical. In the framework

AOC continues to work with the central govern-
ment institutions to bridge the information ex-
change gap on the LDF and other local fiscal
registers. Nowadays local governments have au-
tomated access to the Citizen Registry, Citizen
Income Registry, Vehicle Registry; web access to
Birth/Marital/Deceased Registry; and electronic
delivery of property transaction data for previ-
ous years. As a result, bureaucratic procedures
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of the preparations for the introduction of the
property tax, local governments were given ac-
cess to the Residents Register, the Construction
Permits Register, the Cadastre and Real-estate
Transactions Register, all in electronic format, to
facilitate updating of the LDF and the establish-
ment of the register for the administration of the
then-upcoming property tax. While the property
tax itself was discontinued, local governments
revenues from the LDF increased by 10 million
Euro, (3.6%) in annual terms, which is attributed
to the updating of the LDF register.

In working with the central government to improve
intergovernmental electronic data exchange AOC
has identified a number of issues that had a nega-
tive impact on local governments ability to update
their LDF registers, such as limited usability of the
land register and cadastre because of the unre-
solved property ownership issues; the unique per-
sonal identification number not present in every
record of key registers; access to data limited or
discouraged by bureaucratic procedures; the lack of
cross-government integration with basic registers;
taxpayers fail to report changes to personal or prop-
erty information, athough required by law.

were eliminated, and the access approval process
streamlined for many of these registries. In order
to further facilitate electronic access to registers
AOC is providing a free data-access application
and sample access-approval documentation as
agreed with the central institutions.

At the policy level, AOC continues to promote the
development and implementation of effective
fiscal decentralization policies and legislation.
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AOC’s recommendations to simplify the Personal
Income Tax redistribution and to establish a non-
earmarked Fiscal Equalization Fund were incor-
porated in the 2017 amendment of the Law on
Local Government Financing. The legal changes
provided also for a full compensation of the 2016
reformation of the PIT rate and brackets that led
to the reduction of local government revenues.

The Law on Communal Economy was passed by
the Parliament in 2018 following a Constitutional
Court ruling in favor of AOC and several cities that
raised an issue of constitutionality of the Law on
State Asset Management which excluded the Re-
public of Croatia from paying the LDF. Following
the Court’s decision, the Republic had also to pay
LDF arrears to local governments, estimated at
12 million Euros. The Law on Communal Economy
changed payment schedule for the LUF to stimu-
late investments in production and warehousing,
and improve Doing Business rating for Croatia.

The Croatian economy has returned to positive
growth after a long period of contraction. Total
Public Revenues also increased over 2016 and
2017, in part fueled by an increase in consump-
tion and Value Added Tax revenues as a result of
PIT reforms. The increase in total public revenues,
unfortunately, is not reflected at the local level. In
relative terms, local government revenues as both
a share of GDP and Total Public Revenue continue
to experience a steady decline, primarily because
of the PIT reforms. In 2017, the share of local reve-
nue as a % of the GDP was 6,5%, down from 7% in
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The Association of Cities of the Republic of Croa-
tia continued its efforts in opening local govern-
ment data. Following an online visualization on
local government financing published in 2016, a
new online visualization of projects co-funded by
EU funds was released in 2018. The visualization
database includes 4.912 projects of public, private
and non-profit sector co-funded by the EU with 4.1
billion Euros in the period of 2010-2018. Users can
compare number and total values of the projects
carried out by individual levels of government and
public entities, private companies or non-profit or-
ganizations. Furthermore, users can see all proj-
ects carried out by a specific entity; compare total
EU co-funding provided to all or specific entities
within various territorial units. Users can also see
a timeline with number of projects contracted
weekly in the period of 2010-2018.

2013, the year before the recent PIT reformations.

The revenues of local governments and the Gener-
al Government declined in tandem during Croatia’s
long recession. With the exception of 2013, over
the past decade, local government revenues have
experienced either a stronger decline or a smaller
growth rate than total public revenues. In 2013, lo-
cal revenue increased faster than the revenue of
the General Government due to the enforcement
of 70 million Euros in PIT arrears, but this trend re-
versed in 2014 and continued thereafter with the
PIT reforms of 2014 and 2016.

For more details please refer to NALAS's fifth edition of the Fiscal Decentralization Indicators in South-East Europe 2006-2014
and sixth edition of the Fiscal Decentralization Indicators in South-East Europe 2006-2015, retrievable at www.nalas.eu.

]

Network of Associations of Local Authorities of South-East Europe



Network of Associations of Local Authorities of South-East Europe |:|

Chart 64 Croatia Local Government Revenue as a Share of GDP and Total Public Revenue 2006-2017
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Chart 65 Croatia Fluctuations in the General and Local Governments Revenue
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Local governments’ increase in revenues over the
past two years have been primarily attributed to
the exceptional utilization of the EU funding and an
increase in average wages that have slowed the
decline in the local share of PIT revenues. These
tendencies are reflected also in the charts below,
that show local governments revenue in Croatia in
billion Euro and in Euro per capita. In 2017, local
government revenues were 3.2 billion Euro, with
own-revenues constituting 1 billion and shared tax-
es 1.5 billion Euro.

It is important to note that, investment grants
here include also funding for delegated functions
and grants from the European Union.

In per capita terms, local government revenues
in 2017 were 778 Euro, with 239 per person com-
ing from locally imposed taxes and fees and 362
euros coming from shared PIT revenues.

Between 2006 and 2017, the composition of local
revenue changed little and remains dominated by
shared taxes despite the PIT reforms in 2014 and

|:| Network of Associations of Local Authorities of South-East Europe



Network of Associations of Local Authorities of South-East Europe |:|

2016 that decreased reliance on shared taxes. The
reduction in local governments’ revenues from
PIT revenues was accompanied by an increase
in share of general grants as a compensation for
the revenues local governments’ lost from PIT re-
forms. Own revenues make up for 31% of total lo-
cal revenues in the past two years. Local govern-
ments have relatively little control over fees and
charges, except for the LDF and the LUF, and un-
like in many other countries in the region, local
governments in Croatia have not responded to the
economic downturn by increasing the collection of
own-source revenues. While the introduction of

the local property tax planned to enter into force
as of January 2018 was repealed in late December
2017. However, LGUs can impose a PIT surcharge.

The Communal Fees and Charges dominate the
composition of own source revenues with 45% of
the total and have been steadily increasing. The
growth has been fueled mainly because of re-
ceipts from the process of legalization of illegally
constructed started in 2013 and the increased
revenues from the LDF as a response to the PIT
reforms, increased efforts to update LDF fiscal
registers and the preparatory activities for the
introduction of the property tax. The next sig-

Chart 66 Croatia Local Government Revenue 2006-2017, in million Euro
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nificant groups are asset related revenues (sale
and rentals) which jointly account for 35% of local
government own source revenues.

On the expenditure side, wages and benefits de-
creased drastically in 2015 while grants and trans-
fers doubled and maintained such levels until 2017.
This is a result of new reporting rules due to which
wages and material expenses of budgetary users
are no longer reported in the city/municipal budget
but are reported as grants to the budgetary users.

Out of 790 million Euros in new grants approximate-
ly 50% is allocated for budgetary users’ wages and
benefits. The share of investment in the composition
of the local expenditure has significantly dropped in
2015 but showing signs of recovery along the lines
of local government revenue recovery.

Total public investment has fallen dramatically
since 2007 to recover during 2015-2017. Local
governments’ share was quite significant, well
above 70% until 2015 when it dropped to 31%.

Chart 67 Croatia Local Government Revenue 2006-2017, in Euro Per Capita terms
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Chart 68 Croatia Local Government Own Source Revenue 2006-2017
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Chart 69 Croatia Composition of Local Government Expenditure 2006-2017
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Local governments cut investments in 2009 and As a % of GDP, local investment fell substantially
2010 as a response to diminished funding due to in 2010 and 2015 and has yet to recover. Wage
the financial crisis and as a measure not to in- spending dropped in 2015 due to new report-
crease tax rates, utility fees and user charges. It ing requirements. Total outstanding debt of local
remained stable until 2015 when local govern- govenrments in 2017 equaled 1,4% of GDP. Lo-
ments were hit with a -200 million Euros PIT re- cal debt increased in 2010 to fund public invest-
form and LGUs responded with investment cutsto  ments in time of diminishing local revenues. Debt
maintain budget balance without major increase further expanded in 2013 when borrowing to co-
of taxes and fees. At the same time capital invest- finance EU projects and for Energy Conservation
ments of the general government nearly doubled. Companies were exempted from borrowing limits.
Growing total revenues in 2016 and 2017 enabled
deleveraging close to 2010 levels.
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Chart 70 Croatia Shares of Public of Investment by Level of Government and as % GDP 2006-2017
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Kosovo

By Osman Sadikaj, Association of Kosovo Municipalities

Kosovo is one of the most decentralized countries
or entities in the region because local govern-
ments are responsible for all pre-university educa-
tion as well as primary health care. For these func-
tions, local governments receive block grants that
make up to 49% of total local budgets in 2017.

Based on the Law on Local Government Finance,
the size of the General Grant is defined by law
as 10% of the total budgeted revenues of the cen-
tral government. In 2017 the general grant was at
149.2 million Euro. All local governments receive
a lump sum payment of 140,000 euro, minus one
EUR per capita for all local governments. Munici-
palities with populations greater than 140,000
therefore do not receive any lump sum payment.
2.7% of the total pool of the general grant is dedi-
cated to Local governments with less than 22.000
inhabitants, with half of the grant being distrib-
uted on a lump-sum basis and the other half on
population. The remainder of the general grant
pool is then allocated to municipalities by for-
mula: 89% by population, 6% by geographic size
(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 ac-
cordance with a Medium-Term Expenditure Frame-
work. The Education Grant is allocated to local gov-
ernments on the basis of a formula that takes into
account the wages of teachers, administrators and
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support staff, goods and services, building mainte-
nance, and specific education policies. Pupil num-
bers are used to determine the amounts for sala-
ries, goods and services, and building maintenance
in accordance with class size norms of: 1 teacher
to 22 students in majority communities: 1 teacher
to 14 students in minority communities; 1 teacher
to 12 preschool pupils; 1 teacher to 17 students
in vocational education in majority communities;
1 teacher to 14 students in vocational education
in minority communities; 1 teacher to 14 pupils in
rural areas. For goods and services, the norms are:
23 € per pupil in majority communities; 17 € per
pupil in minority communities; while for capital ex-
penditures (the maintenance of buildings) it is set
at 7 € per pupil. The Health Grant is also allocated
by formula according to population. The formula
assumes that each person visits primary health
care facilities 2.5 times year at a cost of 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 and revenues from Construction Per-
mits. 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 im-
prove the “business enabling environment.” They
are also allowed to collect fees for health and ed-
ucation services. Municipalities receive 100% of
the national government’s property transfer tax.
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In 2013, an agreement was signed between the
governments 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 development
fund was also established to help them. The Fund

The Association of Kosovo Municipalities (AKM)
is very active in advocating for improved poli-
cies and legislation, as well as in initiatives that
strengthen local government capacities and sys-
tems. More recently AKM has lobbied for improve-
ments in public procurement legislation. It
has also established a Public Procurement Col-
legium and with the support of USAID has con-
ducted a Training and Certification program from
Municipal Public Officials. AKM has also strongly
advocated for improvements in the draft-Law
on Salaries of Kosovo Public Administration
Employees providing comments for and from lo-
cal governments; and has provided recommen-
dations to the Ministry of Finance on the Public
Private Partnership Concept document; AKM
is actively involved in improving the regulation
on Subsidies and Transfers to local govern-
ments, while several capacity building activities
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will be financed from customs duties from the bor-
der with Serbia. Some communities are interested
in becoming separate municipalities but there have
been no recent changes in the Law on Territorial Di-
vision and there are still 38 municipal governments.

A separate law for the Capital City of Pristina has
been approved in 2018 with budgetary effects
starting in 2019.

have been conducted to strengthen the capacities
of Municipal Officials in property tax management.

As a result of AKM’s advocacy efforts, local gov
ernments may now appoint new staff without the
previous approval of the Ministry of Finance, while
following the recruitment procedures envisaged
by Law and the Ministry of Public Administration;
and finally, AKM has been successful in securing
from the Budget and Finance Committee of the
Kosovo Assembly an additional 1.3 million Euro
for the treatment of stray dogs in municipalities

Suspension of the decision of the Government
to add 500.000 EUR to the Central Government
Wage Fund at the expense of Local Transfers:
The advocacy of the Association of Kosovo Municipal-
ities (AKM) prevented the Central Government shift-
ing money out of the local government transfer sys-
tem and towards its own wage pool in January 2015.

AKM Council of Mayors and Ministry of Finance discuss legislative changes

Minister of Finance and AKM President negotiated
over changes in the Law on Property Tax and the
Law on Local Government Finance. The changes
in property taxation are related to the tax rates

and collection procedures and were designed in
close cooperation between the Property Tax De-
partment in the Ministry and the AKM.
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Support for the regulation of internal control in Kosovo municipalities

AKM joined the public debate for the draft-law on
the Internal Control of Public Finances. The Asso-
ciation reviewed the draft-law and provided rec-
ommendations to the Ministry of Finance. Exter-

nal auditor’'s reports from the past few years in
most municipalities in Kosovo show that there is
a lack of internal controls.

Inclusion of children in the budgeting/planning processes

AKM, with the support of Save the Children initi-
ated a dialogue between responsible officers and
communities (including youth) in relation to is-
sues concerning the allocation of budgetary funds
and the quality of services in education and early

In 2009, schools and healthcare clinics were de-
centralized to local governments. As a result, lo-
cal revenue both as a share of GDP and total pub-
lic revenue increased sharply making Kosovo one
of the most decentralized countries in the region.
Municipalities receive almost a third of all public
revenues and are getting a remarkably fair share
of the overall fiscal pie in comparison to many of
their counterparts in the region. This share has
also increased since 2009. Local spending on ed-
ucation and healthcare however remains heavily
controlled by the central government and munici-
palities have yet to be allowed to borrow.

The share of local finances in the GDP between
has stopped at 6.8%, down from 7.1% in 2015.
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childhood care and development in Peja/Pec and
Prishtina/Pristina. Inclusion of children in the bud-
geting/ planning processes will enable budget al-
locations better suited to meet their needs.

Similarly, the share of local government revenues
to overall public revenues has declined from 29%
in 2014 to 26% in 2017. The economy continues
to grow by 4% for the third consecutive year while
total public revenues to GDP have also increased
to 27% in 2017.

Unlike in many other places in the region, there
has been a consistent pattern in the relationship
between local and central government revenues
in Kosovo: they have risen and fallen more less
in tandem except for 2016 where we notice a fall
in local government revenues as opposed to an
increase in overall public revenues. This tendency
can be noticed also in 2017.
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Chart 72 Kosovo Local Government Revenue as Share of GDP and Total Public Revenue 2006-2017
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Fluctuations in the Revenue of the General Government
Chart 73 Kosovo
and Local Governments 2006-2017
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The composition of local government revenues
in Kosovo has not changed significantly over the
past decade. In 2017, Kosovo local governments
derived 49% of their revenues from block grants
for Education (38%) and Primary Health Care
(11%). They also receive a General Grant, which
in 2017 constituted 35% of their revenues. Own-
revenues constitute only 15% of the total.

The two most important own-source revenues are
the property tax and building permits. In 2011,
legislation was passed to eliminate the quasi-
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fiscal use of building permits (Land Development
Fee). Income reported under this category shows
a steady increase over the past four years. In
2014, the central government again tried to tight-
en up on building permits, but it appears that lo-
cal governments responded by classifing the rev-
enue under fees and charges.

In 2017, local governments have devoted 28% of
their total expenditures to investment and 59% to
wages, due to central decesions for alignment of
the salaries.

Chart 74 Kosovo Composition of Local Government Revenues 2006-2017
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Chart 75 Kosovo Composition of Own Revenue 2008-2017
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Chart 76 Kosovo Composition of Expenditures in 2008-2017
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Chart 77 Kosovo Composition of Expenditures according Classificiation of
the Functions of Government, 2012-2016 (in % of total)
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Spending for education and health constitutes Between 2012 and 2014 about half of local gover-
about 76% of total local spending in Kosovo, while ment investments focused on improving general
the general public affars amount to 12% of the to- public services. During 2015 and 2016 spending
tal in 2016. Spending for public infrastructure and  for this function has dramatically declined to cre-
general economic affairs has increased over time ate more room for investments in economic affairs
and in 2016 constitutes 5% of total local spend- (supposedly mostly on road transport infrastruc-
ing. Spending for other functions (recreation, cul- ture). Spending for the functions agregated under
ture, social protection etc.) has increased at 7%. the ,,housing and community amenities”, suppos-
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Chart 78 Kosovo
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edly financing basic local government services,
has increased to 17% of total local investments in
2016 after a significant fall in 2015. Capital invest-
ments for the edcuation and healh sector have
been rather stable during the 5-year time period.
Investments in the other functions make up only
4% of total local government capital expenditures.

The total public investment in Kosovo have
dropped to 7-7.5% of the GDP in the past four
years from 11% in 2012. The share of local level
investments in total public investmets has slight-
ly increased when compared to 2016 although it
remains mostly in line with the historical average.

The wage spending of local governments in Koso-
vo has increased over time, although in recent
years it seems to have stabilized at 4.1% of the
GDP. The share of local investments to GDP, on
the other hand have dropped from a high of 2.7%
in 2011 to a minimum of 1.7% in 2017 and in-
creased to 1.9% in 2017. The yield of the property
tax is maintaining a stable trend of 0,4% of the
GDP despite the significant investments by the
central government into Kosovo Cadaster Agency
to improve registration and billing, and substan-
tial increases in the minimum property tax rates
imposed by the municipalities.

Chart 79 Kosovo Public Investment by Level of Government and as a Share of GDP 2006-2017
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Chart 80 Kosovo Investment, Wages, Debt & Property Tax as a Share of GDP 2006-2017
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Macedonia

By Sofija Stefanovska, Association of the Units of Local Self-Government of the Republic of Macedonia

The fiscal decentralization process in the Republic
of Macedonia commenced in 2005 by transferring
the competencies and earmarked funds for their ex-
ecution from the central to the local level. In 2007,
those municipalities that had cleared their payment
arrears and met other criteria for good financial
management became responsible for financing and
managing all schools, as well as a number of other
cultural and social welfare institutions. They were
given Block Grants to finance these new functions.

From a functional perspective, Macedonia has a
highly decentralized public sector. Macedonian mu-
nicipalities are responsible for building and main-
taining local public infrastructure, water and waste-
water treatment, public hygiene, public lighting,
local public transport, fire protection, pre-school,
primary and secondary education, local cultural in-
stitutions (cultural houses, libraries, and museums)
and care of the elderly. Macedonia is one of the four
NALAS member countries that have decentralized
the payment of teachers wages in the primary and
secondary education system (Bulgaria, Kosovo and
Moldova). It is not a surprise that these countries’
intergovernmental finance systems are dominated
by sectoral block grants.

The Law on Local Government Finance defines
sources of municipal revenue as follows:

Own Revenues, include the Property Tax, other
local fees, charges and taxes, asset income and
income from fines, penalties and donations;
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Shared Taxes, in particular Personal Income Tax
and Value Added Tax and allocated by formula;

Block Grants from the national budget for pri-
mary and secondary education, culture and
social welfare;

Earmarked grants for special programs or spe-
cific investments;

Earmarked grant for Fire Protection Unites
Debt Finance and donations.

Since 2006, about a third of local budgets are
financed from Own Source Revenues (OSRs).
Most own source revenue come from the Com-
munal Taxes and Fees, the Property Taxes and
the Communal Tax for Street Lighting, which alto-
gether constitute 107 million Euro or 22% of the
overall municipal revenues in 2017.

The size of the General Grant is anchored by law
at 4.5% of the collected national yield of VAT. The
criteria used to allocate the grant are defined by
an annual ordinance. According to the ordinance:

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 juris-
dictions (12%) and all other municipalities (88%).

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

Macedonian local governments receive 3% of the
collected yield of the national Personal Income
Tax (PIT) collected in their jurisdictions by the na-
tional government. In 2017, shared taxes (mostly
PIT) generated 39 million Euro, or 8% of total in-
come of local governments.

Block Grants. The allocation of the Block Grant
for Education is also determined by an annual ordi-
nance. The main criteria in the formula for allocat-
ing the grant are enrollment, employment, and 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
municipalities receive through the grant is insuffi-
cient 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 vari-
ables for the number of pupils, the type of heating
system and the duration of the heating season, the
number of teachers in the school, and the utilization
rate of the facility. Municipalities that have cultural
institutions receive a block grant for culture based

Local government tax powers are regulated in
the Law on Local Government Finance, the Law
on the Property Tax, the Law on Communal Taxes,
Fees and Charges as well as other sectoral laws
that influence local government fees and charg-
es. The Law on Property Tax regulates the three
property-related taxes, The Property Transfer Tax,
the Inheritance and Gift Tax, and the recurrent
Property Tax. The base and rate of the taxes are

]
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on the number of employees working in the institu-
tions covered by the grant; the total square meters
of the buildings; and coefficients for the particular
cultural services these institutions provide. The al-
location methodologies remained unchanged in
2016 and 2017. The grant for fire protection covers
only the salaries of the employees in fire protection
units, raising serious concerns of underfunding. 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 approved by their Councils, Mu-
nicipalities allocate block grants to schools and oth-
er institutions on a monthly basis. In total, sectoral
block grants constitute 52% (or 255 million Euro) of
total municipal finance in 2017.

The Macedonian intergovernmental finance system
includes also a Regional Development Fund
dedicated to promoting a balanced regional devel-
opment which allocates money to regions accord-
ing 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,
though the national government claims that the to-
tal amount of money allocated by Ministries for de-
velopment purposes is greater than 1% of the GDP.

provided for in the Law, while municipal councils
approve the final rates within the predefined lim-
its. The recurrent property tax is charged on the
basis of the market value of the real estate, as de-
termined by an evaluator (employed by the local
governments), and a centrally determined - but
approved by ZELS - Methodology for estimating
the market value of real estate.
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Over 2016 and 2017 there has been a substan-
tial improvement in the collection of the property
tax whose yield has increased from to 46 million
Euro, constituting now about 30% of local Own
Source Revenues. However, there remain signifi-
cant differences in the performance of individual
municipalities. Many municipalities have taken
proactive measures to regularly evaluate proper-
ties, register new properties or changes to exist-
ing properties, update fiscal registers of tax bases
and taxpayers. Further, certain local governments
have taken measures to ensure tax compliance
enforcement through the cooperation with the
Public Revenue Office to block the accounts of in-
compliant taxpayers. On the other hand, there are
also local governments that have chosen a more
passive approach to updating their fiscal registers.

The political crisis of the past few years has ad-
versely affected local governance. There have
been only few amendments to the legal frame-
work. ZELS prepared a new systematization posi-
tion, the main tool in our process of negotiating
with the central government.

In recent years, ZELS has been successful in lob-
bying to the government to make amendments
to the Local Government Finance Law. As a result:

The percentage of the national yield of VAT
earmarked for the general grant was in-
creased from 3% to 4.5%;

The municipal share of revenue from other
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In previous years, the Government of Macedonia
has tried to incentivize improvement in tax collec-
tion, by ruling that part of the revenues from the
agricultural land concessions (according to Law,
shared between the central government and munic-
ipalities) would be given only to those municipalities
that collect at least 80% of the property tax due.

ZELS is actively working at the national level to im-
prove policies and legislation and at the local level
to support local governments to improve their sys-
tems and capacities for tax administration. ZELS
proposes the development and implementation of
Information Technology Systems for all local gov-
ernments for the administration and collection of
all types of local taxes. This is expected to help all
local governments address a systemic weakness.
However, this proposal is constrained by financial
resources that have yet to be found.

concessions (e.g. water) was increased from
25% to 50% in 2016;

Revenue from fees for washing and separat-
ing gravel are now split 50/50.

Revenue from fees for legalizing illegal struc-
tures built on agricultural state land are now
split 50/50.

Starting in 2015, 10% municipalities receive
10% of concessions on agricultural land, a
share that is increased to 50% in 2018.
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ZELS and Ministry of Education and Science discuss School Financing

In 2015, local governments and ZELS have been
debating with the Ministry of Education and Sci-
ence about the “Optimization of the school net-
work and proper planning of the allocation of ex-
penses from block endowments”. This debate was
fuelled by the fact that education is underfunded,
and local governments are incurring large debts
to transport companies for school transport. More

specifically, out of the block grants for education,
municipalities use between 67% and 96% for sal-
aries of employees in schools endangering the fi-
nancing of the other aspects of education, includ-
ing the transport. Nevertheless, municipalities
shall conduct analyses of employment and de-
mographic trends in order to determine how they
may further rationalize their school networks.

Agricultural Land and Financing the Rural Development

In 2015, the Law on Amending the Law on Agricul-
tural Land entered into force, which may contrib-
ute to the improvement of the financial stability of
municipalities. By 2018, this law envisions alloca-
tion at the ratio of 50 % in favour of the Republic of
Macedonia and 50% in favour of municipalities of
the funds obtained from the lease of state-owned
agricultural land that are collected in the current
year. The share of these revenues that municipali-
ties received in 2015 was only 10%. A condition

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
6.3% of GDP. It has however been downwardly un-
stable since then and in 2017 was only at 4.8% of
GDP. The local share of overall public revenues has

for obtaining these funds is that the municipality
must collect 80% more in property tax revenues
over the previous year. Three initiatives of ZELS
for amending and supplementing the Programme
for Financial Support in Rural Development 2015,
the Law on Sale of State-Owned Agricultural Land
and the Law on Agricultural Land became part of
the national Programme for Financial Support in
Rural Development 2015.

been declining from 20 in 2012 to 16% in 2017. In
the three other countries that are responsible for
paying teachers wages in the primary and sec-
ondary education system, local government reve-
nues to GDP are between 6.6 to 7.3%. This shows
that Macedonian municipalities still face profound
financial challenges and are clearly underfunded
for the functions they perform.
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Chart 81 Macedonia Local Government Revenue as a Share of GDP and Total Public Revenue in 2006-2017
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The general government revenues in Macedonia
are much steadier compared to the local govern-
ments’ revenues. After 2013, for the first time
since the beginning of the fiscal decentralization
reforms, local governments’ revenues declined
by -3% when compared to the previous year to
slightly recover in 2015 and 2016. In 2017, local
revenues fell again by 3% - driven by the decline
of the General Grant by 34% and Own Source
Revenues by 4%. In 2016 and 2017, general gov-
ernment revenues have increased by 5% annually.
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Macedonian local governments derive only mod-
est shares of their revenues from shared taxes
and unconditional, general grants (12-13% alto-
gether). Block grants are the largest source of
revenue, providing more than half of the funds.
Most of these funds are used to finance the pre-
university education system including teacher’s
salaries. Own revenues constitute a third of all lo-
cal revenues, and investment grants are minimal,
c. 1% throughout the decade, yet increasing to
4% over the past two years.
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Chart 82 Macedonia Fluctuations in the Revenues of the General and Local Governments 2006-2017
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Between 2009 and 2012 , local governments
have done an impressive job mobilizing own
source revenues, primarliy through more argres-
sively collecting Land Development Fees, Light-
ing Fees and other communal charges. Though

the overall yield of the property tax remains mod-
est during the overall period, except for 2016 and
2017 when it more than doubled considering its
historical pattern.
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Chart 84 Macedonia Local Government Own Revenues 2006-2017, in million Euro
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The share of local expenditures going to wages amounted 4.1% of GDP, a slight increase when
increased steadily as local governments have as- compared to 2016 when it was 3.8%.

sumed responsibility for primary and secondary
education until 2011 and 2012 when it began to
decrease and accommodate an increase in local
investments. Both the share of wages and invest-
ments has downwardly unstable thereafter.

Wage and investment spending as a share of GDP
have been declining over the last six years, while
the property tax has increased to 0.45% of GDP in
2016 and 2017. Debt is minimal due to the restric-
tive policies of the Minstry of Finance, but have
Local governments are responsible for about a shown a slight increase betwee 2012-2015 that
quarter of total public investment which in 2017 has been follwed by a decline in the past two years.
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Chart 87 Macedonia Public Investment by Level of Government and as a share of GDP 2006-2017
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Moldova

By Carolina Furdui and Viorel Girbu, Congress of Local Authorities from Moldova

At first glance Moldova has a highly decentralized
public sector with rayon authorities, municipali-
ties and first level local authorities responsible for
preschools, primary and secondary education, so-
cial assistance etc. Local governments in Moldova
are responsible for about a fourth % of total public
revenue, the highest levels in South-East Europe.
However, this picture may be misleading because
in practice, the central government and its decon-
centrated structures continue to hold substantial
decision-making powers. Further, due to the lack
of progress in fiscal decentralization, most local
governments’ functions remain de-facto delegat-
ed, rather than decentralized.

Limited local financial autonomy hinders the ef-
fectiveness of decentralization and public sec-
tor reforms in Moldova. The current framework
for own local government revenue mobilization
remains largely ineffective providing little incen-
tives to local governments for improving revenue
collection. Substantial differences remain within
local governments in Moldova, with the capital
Chisinau and Gagauzia region being most favored.
In a context characterized by high functional de-
centralization of competences with a systemically
weak fiscal decentralization, local governments
are frequently transformed into a "scapegoat” for
unsuccess. Further local governments are subject
to regular interferences from the central authori-
ties, mainly for electoral purposes.
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In 2012 the Ministry of Finance - with the support of
the UNDP — prepared draft legislation designed to
improve financial decentralization in Moldova, aim-
ing at addressing systemic weaknesses and major
shortcomings. The draft-legislation focused on:

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

Requiring the national government to fully fi-
nance delegated functions.

Requiring the national government to provide
raions and municipalities with separate trans-
fers, ending the financial dependency of mu-
nicipalities on raions.

Requiring the separation of Conditional Grants
from the General Grant;

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

Eliminating disincentives for local revenue
mobilization by basing the equalization sys-
tem on shared taxes and not on locally col-
lected taxes and fees.

Unfortunately, after Parliament approved the draft
legislation, the government reversed itself out of
fear of losing political, administrative and financial
influence overs mayors and local officials. Making
matters worse, the government has continued to
politicize the already non-transparent allocation of
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national funds for local infrastructure investments
while capping all local taxes. The attempt to cap
local taxes however was contested and declared
unconstitutional by the Constitutional Court.

The 2013 amendments of the Law on Local Pub-
lic Finances introduced changes to the allocation
of transfers to local governments and local budget
formulation. The principle of balancing local expen-
ditures to a certain minimum level, established na-
tionwide, was replaced with new formula focusing
on local fiscal capacity. Local governments powers
over taxes on economic activities, (income and
wage taxes), have been removed, eliminating lo-
cal governments’ incentives to improve economic
environment at the local level. The previous Wage
Tax has been transformed into a shared tax, while a
part if its yield is transferred to the balancing fund.

According local public finances legislation, local
governments in Moldova benefit from two types
of financial transfers: the General Purpose
Transfer, financed from the balancing fund, and
the Special Purpose Conditional Transfers, fi-
nanced from the central budget. Between 2014
and 2017, transfers provided from the state bud-
get increased from 388,2 mil. EUR to 459,4 mil.
EUR. Transfers increased from 65% to 71% of to-
tal local revenue in 2017. Both, cities and villages
(Local Public Administration level 1 (LPA1l)) and
municipalities and rayons (Local Public Adminis-
tration level 2 (LPA2)) can benefit from general
purpose transfers, which are allocated from the
balancing fund, 45% in favor of LPAl and 55% in
favor of LPA2. The balancing fund is funded from
the remainder wage tax revenue after a part of
them are transferred to local governments’ bud-
gets as shared taxes, in the following proportions:
75% for the budgets of villages, cities (excepting
capital cities of rayons) and municipalities (ex-
cepting Chisinau and Balti); 50% for the budget of
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Chisinau municipality; 45% for the budget of Balti
municipality; 35% to the budgets of the munici-
palities - capital cities of a rayon; 25% for rayons;
and 20% for capital cities of a rayon.

General purpose transfers are distributed to local
governments on the basis of an estimated fiscal
capacity per inhabitant, multiplied by a coefficient
of 1.3, population and territory of each LPAL. For
LPA2, the allocation criteria refer to population and
territory (except for the municipalities of Chisinau
and Balti). General purpose transfers are limited
to the share of funds allocated to LPA1 and LPA2,
and to the total amount of the balancing fund cre-
ated from the revenues generated by the wage
tax. Rules for the general purpose transfers dis-
tribution could lead to a situation when available
funds are lower than the amount needed in order
to meet the average fiscal capacity per inhabitant
for all LPAs. Special purpose conditional transfers
are allocated to local governments to fund expen-
diture needs of the educational sector, road infra-
structure, delegated functions and capital invest-
ment. These transfers do not finance rayon level
social protection services provided by municipali-
ties and rayons. Additionally, LPA1, have no com-
petences in the distribution of the funds allocated
for the development of the road infrastructure,
which limits local financial decentralization.

Own revenues of cities and villages are generated
by the property tax, the entrepreneurial patent, the
transfer tax, asset management revenues and other
local taxes. Rayons and municipalities’ own revenues
are primarily composed of a tax on natural resources
and a transfer tax, while in the municipalities of Balti
and Chisinau, own resources are composed by all
types of own resources of cities and rayon.

The autonomous region of Gagauzia, has a broad-
er resource base, although it cannot benefit from
transfers from the balancing fund. Gagauzia’'s
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own revenues are composed of 100% of revenues
generated on its territory by tax on wage, tax on
income, VAT and excise.

The most important local governments’ own rev-
enues in Moldova, after 2014, are the property

While local governments have no authority to in-
fluence the administration of the VAT and excise
as it is regulated by the central authorities, the sit-
uation for the property tax is different. Local gov-
ernments assess the property tax, setting the rate
within limits prescribed by national legislation.

The property tax is based on the value of intra-
vilan and extravilan land, buildings and construc-
tions. The value of real estate is initially deter-
mined by the cadastral authority - during the
process of transition to the new rules on property
taxation, a process initiated in 2002 but not yet
finalized - which is subordinated to the central au-
thorities. According to the law, reevaluation has
to be operated every 3 years, with funding from
central or local government revenues. Until now,
most of the intravilan and extravilan land, build-
ings and constructions in rural areas did not un-
dergo neither the initial evaluation procedure nor,
any further at every 3 years reevaluation, gener-
ating huge losses to local budgets, while LPAs do
not have the capacity to influence developments
in the mentioned domain.

The present system of real estate taxation is
tainted by the lack of reliable data on the prop-
erty’s value as evaluation and reevaluation of the
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tax, the Value Added Tax (VAT) and excises. Dur-
ing this period, the property tax accounts for 20-
30% of own revenues, while the share of the VAT
and excises varies between 21 and 47%. Overall,
own revenues have a high volatility making local
budgeting processes very challenging.

real estate is not done according to the provision
of the law. Additionally, local governments cannot
perform evaluations on their own, as long as this
competence is attributed to a central authority.
Although, they may finance the evaluation pro-
cess, the current poor financial situation of most
local governments prevents them doing so. At the
same time, there is no differentiation in case of in-
travilan real estate on land versus constructions/
buildings. Looking forward, intravilan land could
be taxed using lump sum approach based on its
geographic location, avoiding the costly evalua-
tion procedure applied currently in the real estate
taxation. Adopting a differentiated approach to
taxing intravilan land and intravilan buildings and
constructions could partially solve the problems
related to the property tax in Moldova.

Finally, the current regulations seem to keep lo-
cal governments hostages to a system where,
central authorities are responsible for the real
estate evaluation and celling of the tax amount.
In a context where real estate value is consider-
ably underestimated (which is the case for most
local governments in Moldova), the competence
attributed to local governments to establish the
tax amount up to a maximum ceiling established
by the central authorities, is of a little help.
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Main Developments in Municipal Finance 2015-2017 and Advocacy Efforts of the Association

In 2015 and 2016 Moldovan local governments
have been pushed to the edge of bankruptcy. The
political and financial crisis due to fraud and cor-
ruption is directly affecting the condition of lo-
cal governments. In August 2016 the Ministry of
Finance blocked transfers to LGs explaining this
by the complicated financial situation. The same
approach was used earlier when all public invest-
ment projects for LGs were stopped. The local
governments, which enjoy the highest trust of
the population, are now burdened with paying the
price for this difficult situation.

Throughout 2016, the Ministry of Finance has man-
ifested a reluctance to implement both national
and international commitments assumed by the
Republic of Moldova in the field of local finance
and financial decentralization. All started in June
2016, when all statements calling for the consoli-
dation of local revenues were excluded from the
draft of the government’s 2016 Fiscal and Bud-
getary Policy. More specifically, Parliament has
excluded all provisions related to the increase of
the land tax and the introduction of the road tax,
leaving local governments in a disastrous finan-
cial position. These problems were compounded
by other arbitrary measures, such as:

Tax discounts and reductions offered to physi-
cal persons on local taxes

Expiration in 2016 of the Compensation Fund
introduced earlier.;

Terminating the financing of social centers in
municipalities by central government in 2015;

Terminating the LG share of the corporate in-
come tax in 2012;

Introduction of 2% quota for channeling part
of the personal income tax to NGOs;

Cash deficit owing to uneven tax collections
throughout the months of the year (especially
painful for rural LGs);

Freezing of public investment projects imple-
mented for and by LGs in the aftermath of the
financial crisis.

In July 2016, a new roadmap for local govern-
ment and decentralization reform in Moldova was
agreed on by the Congress of Local and Regional
Authorities (CLRA) of the Council of Europe, the
Government of Moldova and the Congress of Local
Authorities from Moldova (CALM). The roadmap
defines the steps that central authorities have
to take to eliminate the enormous policy failings
concerning decentralization and local democracy
in Moldova. Its implementation will be monitored
by Council of Europe experts.

The Congress of Local Authorities of Moldova, rep-
resenting about 700 of the 898 communities and
local governments, in the spirit of the European
Charter of Local Self-Government, in the spirit of
the Moldovan national and international commit-
ments, in the spirit of the highest national rep-
resentation on behalf of the most trusted by the
people layer of public administration, advocates
the following simple but fundamentally important
positions related to fiscal decentralization:

1. Local taxes shall be at a full discretion of local
governments;

2. All currently existing tax ceilings (first of all
those on real estate and land taxes) shall be
completely removed;
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3. Centrally provided tax incentives and tax dis-
counts on that impact on local government
revenues shall be strictly prohibited or fully
compensated from other sources;

4. The blocking of General Transfers by the na-
tional government shall be stopped,;

5. The financing of Social Centers by the state
budget that was arbitrary stopped in 2015
shall be re-established until these Centers are
functional;

6. The Compensation Fund for local finance re-
form introduced for two consecutive years
in 2015 shall be continued since the second
stage of local finance reform was not carried
out as it was envisaged.

7. Real estate valuations - a main source of lo-
cal tax revenues -- shall be conducted immedi-
ately as per recently approved legislative and
normative decisions.

8. An adequate distribution and redistribution of
resources and responsibilities between the na-
tional and local level: when the national fiscal

From a functional responsibility perspective, Mol-
dova has a highly decentralized system of public
administration. Yet, local government are severe-
ly underfunded, with great repercussions in ser-
vice delivery. In relative terms, local governments
revenues have fallen from a maximum of 10,5%
of GDP in 2009-2010 to 7,6% of GDP in 2017. In
the same manner, the share of local government
revenues in total public revenues has fallen to the
levels previous to 2006. This declining tendency
is followed also by Moldova’s consolidated public
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system is significantly adjusted (as happened
during 2018) a subsequent adjustment of the
local public finances should take place as well
- in particular the distribution of incomes as re-
gards the number and amount of shared taxes
- to avoid situations where fiscal reforms are
implemented by the national authorities aim-
ing to gain political benefits, while in reality re-
forms are implemented on the account of LPAs.

Above all, CALM’s main postulate related to local
and national finance, and which, at the end of the
day, all relations, discussions and negotiations
shall be grounded, is that the central government
should not exercise a monopoly of power, but in-
stead, relations between all levels of public admin-
istration and the distribution of resources across
them be guided by principles of trust and efficiency.

Despite all the challenges noted above, the only
slight improvement reported over the past two
years, is related to the partial decentralization of
the Road Fund, managed by central authorities,
where rayons shall retain competences regard-
ing the distribution of funds allocated for the local
roads network development at local level.

revenues to GDP have decreased significantly as
well during the past decade. On the other hand, it
should be noted that the 2017 values of such indi-
cators are significantly impacted by the change in
the methodology of estimating the GDP and the
recalculation of the GDP estimates for 2017. As
a result, the 2017 GDP estimate according to the
new methodology is about 10% higher than the
previous values. This explains the fall in the indi-
cators related public and local revenues to GDP.
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The fluctuations in the growth of the revenues of the system play a insignificant role. The share of
both the local and general level of government shared taxes in the system, likewise the share of
show that the trends are identical for both levels. own revenues has significantly decreased, spe-
Following a period of higher or equal level of rev- cifically with the 2014 reform. Own revenue as a
enue growth during 2012-2014, and 2016, year share of total revenue is low. In absolute terms, lo-
2017 brought much lower rate of growth for local cal revenues increased sharply in 2012-2013 and
authorities’ revenues. overturned sharply in 2015. The Increase in local
Moldovian local governments derive most of their revenues returned in 2017, with the increase in the

revenues from conditional sectoral block grants. size of sectoral block grants, on which local govem-

Unconditional grants, introduced since 2014 in ments exercise I.'ttle if any contr_ol. Overall, fiscal
decentralization in Moldova remains very weak.

Chart 89 Moldova Local Government Revenue as a Share of GDP and Total Public Revenue 2006-2017
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Chart 90 Moldova Fluctuations in the Revenues of the General Government and
Local Governments 2006-2017
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Chart 91 Moldova
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According to the types of own revenues collected
at the local level, Moldova has seen a significant
shift since the 2014 reform. The share of Taxes on
Goods and Services in the total income of local
governments increased significantly (yet, it has
to be stated that these taxes, in part that is made
income to the local governments as described
above, are represented only by incomes of the

Gagauzia autonomous region, that is the only re-
gion that can benefit from this sorce of income)
subsequently leading to significant disparities in
financial autonomy between different types of lo-
cal governments in Moldova.

Despite the stable stance in local revenue, local
government investment spending declined sig-
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nificantly between 2006 and 2012, though it rose
sharply in 2014, equaling a third of total local ex-
penditure and descended to a less than a fifth in
following years. 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 to increase again in
2016-2017.

The data on total public investment for Moldova
shows a drop as a % of GDP from 8,5% in 2014 to
3,1% in 2017.

The yield of the property tax has slowly declined
as a share of GDP and is now well 0.3%. Local
wages as a share of GDP remain high, though
they have fallen since 2009. Investment is low,
but rose in 2014 to fall in subsequent years. Debt
financing is near zero.

Chart 92 Moldova Composition of Own Source Revenues 2006-2017
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Chart 93 Moldova Composition of Local Government Expenditures in 2006-2017
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Chart 94 Moldova Public of Investment by Level of Government and as a % GDP 2006-2017
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Chart 95 Moldova Investment, Wages, Outstanding Debt and Property Tax as Shares of GDP 2006-2017
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Montenegro

By Zana Bjuki¢, Union of Municipalities of Montenegro

Montenegro’s intergovernmental finance system
is unique to the region. Local governments derive
almost 70% of their total revenues from true own
sources. Thisis in part because municipalities have
only few social sector competencies and therefore
are less dependent on intergovernmental grants.
And in part it is because Montenegrin local gov-
ernments control a variety of instruments to tax
land and buildings. The character of the land and
buildings instruments has changed substantially
over the past decade after the bursting of the land
bubble of 2005-2007, and the effects of the global
economic crisis. The central government has been
pushing for a greater use of the property tax and a
surcharge on the Personal Income Tax (PIT). At the
same time, the role of the land development fee
and the fees for the use municipal roads has been
reduced, while the land use fee and some local
business taxes and charges have been completely
abolished between 2008 and 2010, compounding
the effects of the crisis.

Own revenues in Montenegro are listed in the Law
on Local Government Finance but most of them
are regulated by specific laws. The most important
own revenues are the property tax; the surtax on
PIT; local administrative charges; local communal
charges; land development fee; fees for the use
of municipal roads; revenues from sale and rent of
municipal property; etc. The property tax in Mon-
tenegro was decentralized in 2003. Since then, the
collection of the tax has increased significantly. The
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tax rates have changed since 2003 and currently
are set between 0,25% and 1,00% of market value
(from 0.08% and 0.8% in 2003). Local governments
are responsible for tax assessments based on data
from the State Statistics Office and/or State Tax Au-
thority on the market value of a square meter of
property in each jurisdiction. If these institutions
don’t have such data, municipalities can engage a
court expert to define market value but this solu-
tion is very expensive and is used very rarely. The
Regulation “On the detailed Criteria and Methodol-
ogy for the Determination of the Market Value of
Properties” defines the nature of the valuation pro-
cess. Market value is calculated by multiplying 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. According to the Law,
the owner of land and building are liable for the tax.
However, if the owner of a property is not known
the taxpayer is the occupier or user of the property.
Local Tax Authorities create and update their Fiscal
Registers of taxpayers based on data from the Ca-
daster Office, although the Cadaster data is often
problematic for property tax purposes.

The land development fee is requlated by the Law
on Spatial Planning and Construction. It is paid by
the investor as a precondition for the construction
works. This is the most important local capital reve-
nue aimed to build the public infrastructure to serve
the new building. It is charged by municipal legal act,
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with the prior Government approval. Revenues from
the land development fee remain very relevant to
municipalities despite their reduction after the eco-
nomic downturn and the legal limitations introduced
in 2009. With the adoption of the General Regula-
tion Plan of Montenegro (it is expected in 2022) the
Government plans to abolish this fee and introduce a
fee for development (paid for undeveloped build-
ing land, for building land utility infrastructure and
for the preparation of building land for structures).
On the other side, the owners of developed building
land which was intended for building according to
the planning document will pay city rent. The gov-
ernment believes that these revenues will, on the
right way, compensate revenues from land develop-
ment fee. The PIT Surtax is regulated by the Law on
Local Government Finance and the Law on Personal
Income Tax. The tax rate is 13%, except for the Capi-
tal City and Royal City where it is 15%.

Montenegrin municipalities have the right to shared
revenues from 12% of the Personal Income Tax
(except for the Capital City where it is 13% and the
Royal Capital where it is 16%); 80% of the Property
Transfer Tax; 70% of the revenues from concessions
and other fees for using natural resources awarded
by the State; 50% of the revenues from the fee for
use of coastal resources; 100% of the annual fees
for the registration of motor vehicles, tractors and
trailers. Taken together, these resources provide
17% of total local revenues in 2017.

Montenegro has as a reasonably robust and evolv-
ing 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-revenues but what they
could collect given their tax bases. Fiscal equal-
ization is performed through the Equalization
Fund, which is formed from 11% of the national
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yield of the Personal Income Tax, 10% of the na-
tional 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.
A municipality whose average fiscal capacity per
capita for the last three fiscal years preceding the
year for which the funds are allocated is lower
than the average fiscal capacity per capita of all
municipalities for the same period and whose de-
velopment index is below 100% of the average
development index in Montenegro determined by
a special regulation, has the right to use the funds
of the Fund for that year. Funds are allocated as
follows: 60% on the basis of fiscal capacity and
40% on the basis of budgetary needs (where 20%
in equal amounts to all municipalities entitled for
the equalization and the rest of this amount is allo-
cated based on territory (60%) and the number of
inhabitants (40%). The Local Government Finance
Law also requires periodic consultation with the
Committee for Monitoring the Development of the
System of Municipal Fiscal Equalization. The Com-
mittee monitors the implementation of the crite-
ria for fiscal equalization, gives recommendations
for improving the system, and issues opinions on
documents prepared by the Ministry of Finance
related to the allocation of the Fund. Recently the
Ministry of Finance has proposed amendments to
the equalization procedures to improve the cur-
rent weaknesses. According to the current legal
solution, all local revenues (own and shared) are
equalized and equalization money is allocated
on the basic on what municipalities actually col-
lect, not on what they could collect given in their
tax base. This disincentivizes tax collection pro-
cess and incentives to provide inaccurate data on
own source revenues to get a larger share of the
Equalization Fund. With the upcoming expected
changes to the Law, it is expected that equaliza-
tion be performed only on shared tax revenues.
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With these changes, most probably the Commit-
tee would be abrogated considering that the Min-
istry of Finance itself provides for all the tasks of
the Committee and would be solely responsible
for the operation of fiscal equalization.

Municipalities can also receive conditional
grants from the State Budget for financing invest-
ment projects that are of special interest to one
or more local governments. 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 global economic crisis had a strong impact on
Montenegrin municipalities. Like the national gov-
ernment, they borrowed heavily to limit the im-
pact of the crisis. They also accumulated substan-
tial payment arrears to suppliers and contractors.
They continue to be on a period of retrenchment
struggling to reduce inefficiencies and improve
revenue collection. As already mentioned, the ef-
fects of the crisis were compounded by a num-
ber of policy choices to “improve the business en-
abling environment”, by cutting or eliminating a
number of local taxes and fees. Efforts were made
to compensate local governments with higher
property tax rates, and very slowly increasing
shares from shared revenues. However, the belat-
ed amendments were insufficient to compensate
for the revenues that municipalities had lost.

Municipal revenues in Montenegro have not yet re-
covered to the pre-crisis levels. Municipalities and
the Union of Municipalities continue to focus on fis-
cal consolidation measures to ensure sustainabil-
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The amount of conditional grants that a local gov-
ernment 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 preceding year. Conditional
grants have proved to be very useful instruments
for co-financing investment projects that are also
being supported by EU funds. Nonetheless, condi-
tional grants represent only 1% of total local gov-
ernment income. Despite their very modest share,
and, considering the initiative for establishing the
Revolving fund, the Ministry of Finance is propos-
ing their abrogation through the Draft Law amend-
ing the Law on Local Government Finance.

ity and stability of the local government finance
system both on the revenue and expenditure sides.

After almost four years of work, a draft law to
amend the Law on Local Government Finance has
been prepared. Some of Union’s proposals have
been accepted and are included in the draft-law,
such as: higher percentage from PIT, but not for all
municipalities (only for north); improving the allo-
cation criteria for the Equalization Fund (based on
the shared taxes); establishing the Revolving Found,
etc. However, the stabilization of local finances
will be achieved only if the Law prescribes higher
shares from the PIT for all municipalities and higher
amounts of the Equalization Fund. The LGFL that is
expected to be adopted by the end of this year.

Tax Debt Repayment Rescheduling. The Gov-
ernment of Montenegro, in cooperation with local
government units and the Association of Munici-
palities, approved the rescheduling of debt re-
payments for unpaid taxes and contributions
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on salaries in local government bodies as well
as in public institutions and companies founded
by the municipalities. Contracts on tax debt re-
payment rescheduling were signed between the
Ministry of Finance and 16 local government units.
These contracts are adopted by the municipal as-
semblies and signed by the mayors and they will
be valid for a period of 20 years for all municipali-
ties that are beneficiaries of the Equalization Fund
(14), while for the other two municipalities the
re-payment period is determined for 5 years. The
Ministry of Finance agreed to the request of the
Union and local governments themselves to revise
re-payment schedules in the first years, in order
not to jeopardize local governments normal activ-
ity. Besides the repayment of the unpaid tax liabili-
ties, municipalities are obligated to pay current tax
obligations, also. While the recent approach was
positive, the untimely changes to the legislation as
well as the development of local financed did not
allow municipalities to fully implement this plan,

Refinancing of municipal unpaid liabilities.
To build long-term local financial sustainability, it
is particularly important to create a model for re-
financing unpaid liabilities towards financial
institutions, suppliers, employees, etc., and to fi-
nance a social program to optimize the number of
employees at the local level. According to infor-
mation that local self-government units provided
to the Ministry of Finance, local unsettled liabili-
ties are increasing, requiring urgent measures,
while at the same time, efforts must be made
to lower debt service expenditures (i.e. ensure
refinancing of existing debt due to high interest
rates and short repayment periods). Having this
in mind, the Parliament of Montenegro amended
the Law on State Budget for 2015 thus increasing
the amount of State Guarantees (107 mil €) in or-
der to ensure favorable conditions for refinancing
unpaid municipal liabilities. Several municipali-
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ties used this instrument to improve their finan-
cial situation and signed contract with the State
of Montenegro in order to reqgulate mutual rights
and obligations. These measures have contrib-
uted to stabilizing local finances in recent years.

Improvement of the legal framework regu-
lating the local self-government finance sys-
tem. The Law on Communal Services was adopted
in 2016, introducing the communal fee as a local
own source revenue, to be set by municipal coun-
cils but that needs to be approved by the Govern-
ment. This fee was intended to substitute for the
elimination of the Land Use Fee in 2008. Unfor-
tunately, the fee is not yet implemented. The re-
sponsible line ministries consider that it would ad-
versely affect the business enabling environment.
As a result, the Government has not approved
the municipal act proposals although the revenue
from the fee is intended to cover communal con-
sumption costs starting from January 2017.

In 2017, Montenegro adopted a new Law on Spa-
tial Planning and Constructions which prescribed,
among others, the legalization of informal buildings.
The process of legalization of informal buildings has
started in 2018 and municipalities should collect
revenues from legalization (the land development
fee for informal buildings). On the other hand, the
owners of the informal building who didn’t file a re-
quest for legalization and owners whose requests
for legalization have been rejected, shall pay a fee
for use of space for informal buildings. To support
its members, the Union of Municipalities prepared
and shared with all municipalities templates and
model Ordinances that would support municipali-
ties preparing their own ordinances for the imple-
mentation of the Land Development Fee and the
Fee for the Use of Space for lllegal Buildings.

The Union of Municipalities has submitted to the
Ministry of Finance a number of proposals and sug-
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gestions for the improvement of the Law on Local
Government Finance, aiming at defining a model
and process that would ensure the compensation
of revenues that local governments have lost in
previous years due to the central-government
policies. Even though Montenegrin municipalities
don’t have responsibilities in the education and
health sector, local government revenues need
to increase to compensate the losses they’'ve suf-
fered in previous years, especially for the munici-
palities from center and south of the country. For
other municipalities from north of country (that
are less developed economically), the compen-
sation should take place with the higher shares
from the Equalization Fund as well as from the
improvement of its allocation criteria.

Within the financial perspective 2014-2020 of
the European Union, local governments have
at their disposal significant funds for the imple-
mentation of capital and strategically important
projects in the interest of citizens and local com-
munities. When it comes to funds absorption, the
main challenge municipalities face is the pre-fi-
nancing of the EU projects. The Union of Munici-
palities has proposed amendments to the Law on
Local Government Finance to establish a special
mechanism/financial instrument, “Revolving
Fund”, designed to allow municipalities to borrow
the monies necessary to meet the pre-financing
contribution associated with EU projects. As loans
are repaid into the Fund, it is re-released for new
lending, and thus money permanently circulates
in the system, so, with the exception of the initial
investment, there is no need to make new invest-
ments in this Fund. The Government of Monte-
negro shows positive will on this UoM initiative.
Some moneys are already planned for this pur-
pose in the State Budget Law for 2018. However,
the fund cannot be implemented until the criteria
for its distribution are not included in the Law on
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Local Government Finance. The allocation criteria
have been included in the draft-law expected to
amend the Law on Local Government Finance.

The Union of Municipalities also submitted to the
Ministry of Finance Initiative for changes of the
Law on the Property Tax, even this law has been
changes three years ago. But, its implementation
shows that we have to change also this law. Hav-
ing in mind that the Constitutional Court initiated
constitutional review of certain legal provisions
last mounts, the Parliament of Montenegro formed
Working group for preparing new the Law on the
Property Tax. As the UOM representatives are
members of the Working group, this is opportunity
for including our proposals for improving law (pre-
cisely definition of the subject for taxation, second-
ary housing, delivering of the tax decision, etc.).

Public sector in Montenegro, including local gov-
ernment units, have to rationalize operating
costs and optimize the number of employees.
This is also one of the provisions of the contracts on
tax debt repayment rescheduling. In July 2018, the
Government adopted the Plan for the Optimization
of the Number of Employees in the Public Sector.
The goal is to support the development of a public
administration that is able to respond to citizens
and private sector needs in a better way, and at
the same time to generate savings in the state and
municipal budgets. In accordance with the Plan, the
number of employees at the local level should be
reduced by 5% until 2019, and by 10% until 2020.

The Union of Municipalities is taking active mea-
sures to improve revenue administration at the lo-
cal level. Recently the Union decided to initiate ac-
tivities for the procurement of a unique software
for the administration of all local public revenues
for all municipalities, to address the problems that
local governments faced in accessing Property Ad-
ministration data for property taxation purposes.
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Statistical Overview of Local Government Finance in Montenegro 2006-2017

The impact of the global economic crisis on the
Montenegro was particularly strong and dramatic
for local authorities. The share of local government
revenue as a percentage of GDP in Montenegro was
11% in 2007. This almost equaled the EU average
and was the highest in South East Europe. This was
fueled by the real estate market expansion, signifi-
cant public investments and considerable local rev-
enue from asset sales, land development and land
use. Since 2007, local government revenues have
fallen significantly, and in 2017 their share equaled
only 6% of GDP. The effects of the economic crisis
were exacerbated by the elimination of a number
of local revenue raising sources, in particular fees.

Local government revenues in Montenegro have

fallen faster and recovered slower than the total
revenues of the General Government for most of
the period 2007-2017. The growth rate shows a
better alignment in 2017 where local revenues
have increased by 7% while total public revenues
have increased by 6% when compared to 2016.

Montenegrin municipalities are unique in the region
in that they derive around 70% of their revenues
from own sources. Until 2010, own revenues ac-
counted for more that than 80% of total revenues.
Legislative changes following the crisis cut some
types of own revenues. The share of shared taxes
and equalization revenues were increased, leading
to an increase in the percentage of shared taxes in
total revenues from 10% in 2009 to 17% in 2017.

Chart 96 Montenegro Local Government Revenue as Share of GDP and Total Public Revenue 2006-2017
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Annual Fluctuations in the Revenues of the General Government and Local Governments
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Chart 98 Montenegro Composition of Local Government revenues 2006-2017, in % of the total
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Until recently, the Land Development Fee was the
largest source of local own-revenue. But the cen-
tral government has been imposing constraints
that have reduced its role in municipal budgets.
Meanwhile, the Land Use Fee was eliminated in
2009. Local governments have tried to replace the
lost income by making greater use of the Property

Tax, which went from being a relatively insignificant
own revenue back in 2006 (only 8%) to the single
most important one in the past five years. Currently
it represents a third of all own revenue. In nominal
values, the property tax increased from 24,5 min €
in 2010 up to almost 51 mIn€ in 2017, or 16€ per
capita in 2006 up to 81€ per capita in 2017.
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Local government investment’s share to total lo- Euroin 2017. While operating costs for goods and
cal expenditures has dropped significantly from services have remained relatively stable, spend-
2008 from 53% to 21% in 2017. In nominal terms ing for wages, transfers and debt repayment have
local government investments have decreased increased substantially.

from a high of 166.4 min Euro to a low of 46 min

Chart 99 Montenegro Composition of Local Government Revenues (mln euro)
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Chart 100 Montenegro Composition of own revenues 2006-2017, in % of the total
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Chart 101 Montenegro Composition of expenditure in 2006-2017, in % of total
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The economic downturn led to a sharp contrac- Local governments have responded to the eco-
tion in public sector investment between 2008 nomic downturn and the policy changes discussed
and 2013, which again dropped in 2015. But while  above by raising the property tax, lowering in-
total public investment recovered somewhat in vestment and increasing borrowing. Local debt to
2014 and 2015, the share coming from munici- GDP increased to above 5% in 2013 creating un-
palities continued to decline (except in 2016). sustainable pressures on already weakened local
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(ET S UPANLITENTS (I Composition of expenditure in 2006-2017, in mln Euro
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finances. Most municipalities simply did not have Local investment as % of total public investment
enough revenue to finance all their obligations to  has fallen from 59% in 2006 to only 15% in 2017.
banks, suppliers and the state budget, which re- By the same token, local investments to GDP de-
quired an emergency intervention by the Govern- creased from above 5% in 2008 to 1% in 2017. The
ment of Montenegro, the relevant ministries, mu- share of the local wage bill to GDP has decreased
nicipalities and the UoM. As the result of all mea- as well when compared to the pre-crisis levels, also
sures taken between 2014-2016, the debt service because of the inability of some municipalities to
payments were contained and the share of local pay all taxes and contributions on salaries.

debt to GDP started to decline although a slight

increase can be noted between 2016 and 2017.
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Chart 103 Montenegro Public Investment by level of Government and as a share of GDP 2006-2017

100%
90%
80%
70%
60%
50%
40%
30%
20%
10%

0%

2006

12,0%

10,0%

8,0%

6,0%

4,0%

2,0%

0,0%
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

m Central Governement Investment | Local Governement Investment
as % of Total Public Investement as % of Total Public Investment

Total Public Investment as a % of GDP

. REPORT | Fiscal Decentralization Indicators for South-East Europe




I [ | REPORT | Fiscal Decentralization Indicators for South-East Europe

Chart 104 Montenegro Investment, Wages, Debt Service and Property Tax as a share of GDP 2006-2017

6,00%
5,00%
4,00%
3,00%
2,00%
1,00% ) $
S
0,00%
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
=== Property Tax e \\ages  e====Debt Investment

[] Network of Associations of Local Authorities of South-East Europe



Network of Associations of Local Authorities of South-East Europe |:|

Romania

By Radu Comsa and Adrian Miroiu-Lamba, Association of Communes of Romania

The Intergovernmental Finance System

In Romania, the system of intergovernmental poorer ones for their lack of revenue generation
transfers is made of a cluster of financial flows capacity); (iii) financing delegated responsibilities
from the state budget to the 3,228 local budgets, (i.e. functions in which local governments act as
which serve several main purposes: (i) vertical agents of central government) and (iv) contribu-
equalization (i.e. ensuring resources for the deliv- tion to local governments investment expenditure.
ery of shared and exclusive responsibilities); (ii)
horizontal equalization (i.e. setting a level playing
field for all local governments by compensating

The composition of the intergovernmental trans-
fer system, as of 2017, is illustrated below:

Investment
support

Horizontal
equalization

Delegated

Vertical
responsibilities

equalization

Shared PIT Shared PIT Subsidies for Subsidies for
| (53%/ 64.5% for (18.5%/ 7% for the recurrent expenditure investment from
the capital city): capital city): from line ministries: line ministries:

3.450 mil. EUR; 21%

948 mil. EUR; 6%

Sectoral block grant
from the state
budget: 4.469 mil.
EUR; 27%

Equalization grant
from the state

— | budget: 650 mil.

EUR; 4%

714 mil. EUR; 4%

647 mil. EUR; 4%

External grants
(European Union

— | and European

Economic Area):
444 mil. EUR; 3%

Figure 1 - Intergovernmental transfers to Romanian local governments in 2017 (mil. euro and share of total revenues) (source: MoF)
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As of 2017, intergovernmental transfers accounted
for 70% of local government revenues, totaling 11.3
bn. euro. The biggest was the sectoral block grant
earmarked mainly for expenditure in education and
social services (27% of total revenues). The sec-
ond category was made of shared PIT allocated on
derivation basis (21%). The two budget flows aimed
at horizontal equalization follow next (10%). In the
realm of investment transfers, the flows from the na-
tional budget made 4% of total revenues, while EU
grants accounted for 3%. The latter is expected to
rise in the following years, as new EU co-funded proj-
ects enter the implementation phase. In all, inter-
governmental transfers equaled 6% of GDP in 2017.

I [ | REPORT | Fiscal Decentralization Indicators for South-East Europe

The share of intergovernmental transfers in total
local government revenues was stable over the
last four years. Throughout, as the EU-grants de-
clined steeply from the 2015 peak, the state bud-
get sector grant and subsidies linked to payroll
or social allowances increased rapidly as a result
of successive pay rises awarded in the Romanian
public sector since 2015.

The annual sizing of intergovernmental transfers
in the state budget or the ministries’ budgets de-
pends on the calculation method, as shown below:

normative historic expenditure project
set by law .
costs allocation needs based
sector grants tor grant
I_ sector grant 9 séctorgra external
shared PIT 1 <or education for personal =1 for social grants
] data records, allowances
culture, county
& rural roads o .
sector grant subsidies subsidies for
=4 for social =1 for recurrent =4 investment
services expenditure from line
from line ministries
e ministries
equalization

grant from the
state budget

other smaller
grants

Figure 2 - method of calculation for intergovernmental transfers, as of 2017
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As a result of the calculation method, yearly vari-
ations of the intergovernmental transfers depend
on changes to the underlying legislation, such as
wage policy, tax base and rate of PIT or value of
social allowances. For example, pay rises in pre-
university education in 2016 determined a 12%
increase of the education grant in 2017. The allo-
cation of intergovernmental transfers to individual
local governments is determined at county level
(41 counties plus capital city, Bucharest), for the
sector block grant, and central level, for subsidies

and external grants. The calculation is carried out
by the Ministry of Finance’s deconcentrated ser-
vices or by line ministries (for subsidies), respec-
tively, employing different criteria. Most resourc-
es are allocated to local governments using some
sort of quantifiable criteria, either number of ben-
eficiaries or a formula (3/4 of all intergovernmen-
tal transfers) (see Figure 3). Investment contracts
determine the allocations for investments, while
historic allocations are decisive for the remaining
transfers.

eligible place of financing historic
beneficiaries employer contract allocation
sector grant equalization external sectoral grants
™ for education shared PIT grant from the grants for personal
state budget data records,
and from subsidies for culture, county
sector grant shared PIT investment &rural roads
= forsocial from line
services ministries subsidies for
recurrent
expenditure
sector grant from line
=] forsocial ministries
allowances
other smaller
grants

Figure 3 - allocation criteria of intergovernmental transfers, as of 2017
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Intergovernmental transfers have been a con-
stant feature of Romania’s intergovernmental fis-
cal relations as the allocation of responsibilities
exceeded the own revenue generation capacity
of local governments. During the economic crisis
of 2009-2012 the central government attempted
to rationalize expenditure by setting normative
costs as criteria for the calculation of education
and social services grants. While this aim was
correct, the efficiency gains were precluded by (i)
delays in structural reforms (in education, school
closure remains complicated, redundancies are
impossible, while school heads continue to be ap-
pointed by the Ministry of Education), (ii) short-
comings of the allocation flows to individual local
governments (in education, schools with funding
shortages get additional resources on top of the
normative costs allocations by ah-hoc decision of
MoF and Ministry of Education deconcentrated
services) and (iii) delays in the update of norma-
tive costs (in social services, the normative costs
do not reflect the pay rises awarded to employees
in recent years; as a result, Government puts ad-
ditional ad-hoc resources to the respective sector
grant with each state budget rectification).

In addition to the failure of normative costs, sever-
al additional flaws hinder the effectiveness of the

Romanian local governments’ own revenues con-
sist of local taxes, user charges, fees, asset rev-
enues etc. In 2017, they amounted to 28% of all
revenues, i.e. 2.2% of GDP. The high share of own
revenues is due primarily to the hospital fees from
the National Health Insurance House and the Min-
istry of Health, which totaled to 2/5 of all own rev-
enues. These are earmarked for use in hospitals.

]
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intergovernmental transfers system. The current
set-up is too fragmented, especially with regards
to subsidies for recurrent and capital expenditure
(no less than 37 line-items in 2017). Furthermore,
the all the resources allocated within the sector
block grant and subsidies are earmarked. Instead
of giving local governments allocative autonomy
in exchange for performance accountability, the
Government and Parliament are micro-managing
the utilization of intergovernmental transfers and
pay little attention to local preferences. A growing
problem in recent years has been the practice of
suspending the application of the statutory equal-
ization formula provided by the Law on local public
finance. Since 2015, the state budget laws have
included provisions which derogated from the Law
on local public finance and replaced the formula
with other allocation criteria, leaving more room
for political interference from county councils. Fi-
nally, the issue of unfunded mandates continues
to impair the quality and access to local services.
For example, each year local governments com-
plain of the insufficiency of sector grants allocated
for payroll of assistants to disabled persons; as a
result, own revenues are used to complete the
respective payroll needs and thus to fulfill a del-
egated function from central government.

Local taxes come second among own revenues
amounting to 9% of all local government reve-
nues, namely 0.8% of GDP. Property taxes - on
buildings, land and motor vehicles - make the
biggest part of local taxes (0.75% of GDP in 2017).

All local taxes, including property taxes, are regu-
lated by the Fiscal Code with national application.
The current provisions have been in force since

Network of Associations of Local Authorities of South-East Europe
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2016. All tax administration duties - from tax set-
ting to collection - are carried out by local govern-
ments where taxed item is located.

The tax value of properties is not related to the
market value. Instead, for buildings owned by
natural persons, the tax value is determined by
multiplying area with predefined values and co-
efficients related to physical characteristics and
location. For buildings owned by legal persons
the tax value is either the accounting value, the
construction value or the transaction value. The
tax rate is applied differently for buildings owned
by natural and legal persons. The law provides
a range from which local governments chose the
applicable tax rate, namely 0.08% to 0.2% for
natural persons and 0.2% to 1.3% for legal per-
sons. For land, the tax is determined by multiply-
ing area with predefined values and coefficients
related to location and land use. For motor ve-
hicles, the tax is determined based on the engine
volume: the bigger the engine capacity the higher
the tax per unit measure. Local governments are
free to increase the property tax due beyond the
limits set by the Fiscal Code by up to 50%. In the
case of unfarmed land and derelict buildings the
tax owned may be increased up to five-fold.

Taxpayers are owners of buildings or land. In the
case of publicly owned property which is rented or
given to concession, it is the occupier who pays
the tax. The legislation provides for numerous ex-
emptions from the property tax. As a rule, public
property is not taxed unless used for economic
activities. In addition, public infrastructure of any
kind, educational, religious and healthcare facili-
ties, as well as residences of disabled and impov-
erished persons are tax exempt, too. A series of
tax reliefs may be granted by the local govern-
ment (i.e. to historical buildings, buildings occu-

. REPORT | Fiscal Decentralization Indicators for South-East Europe

pied by social services providers etc.).

The tax calculation is performed every year by the
local government where the property is placed.
The local government also sends the tax bills to
payers and manages tax collection. An abatement
of 10% is provided by law if the tax is paid be-
fore due date. Payment methods vary from cash
or electronic card at the tax administration desks
to online payments or bank transfers. There is a
national portal for online payments, www.ghiseul.
ro, which has failed to become popular because of
complexity and lack of awareness.

In case of non-compliance, the local government
sends summons and then begins the forced ex-
ecution procedure, which consists of garnishment
of bank accounts, seizure and eventually sell-off
of the respective property. Oversight of tax ad-
ministration is ensured ex-post by the Court of
Accounts. The Ministry of Finance and Ministry of
Regional Development and Public Administration
provide technical support. Dissatisfied owners
may appeal the tax bill at the tax administration
or at the Administrative Court.

The biggest challenge faced by local governments
in tax administration is collecting tax due from ear-
lier years. They manage satisfactorily the collection
of dues arising in the current year, but are very slow
to clear historic dues, which account for around
50% of all receivable property tax. One of the ma-
jor barriers in this respect is the fragmentation of
databases. Each local government uses tailor-made
fiscal registers which are not interconnected. In ad-
dition, connectivity with State Tax Administration,
Land Registry, Motor Vehicles Registry and notaries
is irregular and depends on local initiatives.

The spread of online payment is still small. While
recent data is not available, a study by Expertfo-
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rum for VISA Romania in 2013 found that only 1%
of taxes had been paid online’®. Fragmentation is
again a significant hurdle: in addition to a nation-
al portal for tax payments, most big municipali-
ties have set proprietary online payment systems.
Lack of awareness, the slow distribution of user-
ids and back-office complications contribute to
the inadequate penetration of online payments.

Finally, property tax valuation is in need for mod-
ernization. The current system dates from com-
munist times when transactions and information
were scarce. As a result, tax values are signifi-
cantly below transaction prices and, hence, local
governments miss the opportunities provided by
the continuous expansion of the housing market.

Against this backdrop, the principal recommenda-
tions put forward with regards to property tax ad-
ministration in Romania are the following:

From January 1%, 2018, two important changes
were implemented with significant implications
on local government finances. First, the payment
of wages to teachers was taken over by the Min-
istry of Education, following demands of trade
unions. Previously, local budgets had been pro-
viding schools the necessary budget as part of the
normative cost per pupil. The centralization was
decided by Government Emergency Ordinance
without a due public debate and must be renewed
in the coming years. Local governments will con-
tinue to receive the education sector grant for
overhead expenditures to which they are required
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1. Achieve interconnectivity between all local
governments’ tax registries, relevant central
government registries (State Tax Administra-
tion, Land Registry, Motor Vehicles Registry)
and notaries.

2. Carry out a national campaign to increase
awareness of online tax payments. Simplify
procedures for registration and solve back-of-
fice difficulties (especially in relationship with
the Treasury). The example of creating a single
treasury account for fine payments is a good
place to start.

3. Change the tax valuation to a market-based
system. Current information flows offer enough
data on real estate transactions to enable a
market-value tax setting mechanism. A grad-
ual implementation and pilot projects could
offer practical solutions and anticipate difficul-
ties before the roll-out at national level.

to add from their own revenues. From a budget-
ary point of view, the change had implications on
the size of the education sector grant, which was
diminished by 90% as compared to 2017, namely
by 1.3% of GDP. As a result, the share of local gov-
ernments in GDP will drop to around 7.5% in 2018.
From a structural point of view, the fragmentation
of financial flows will diminish even further the
responsibility of local governments for school net-
work rationalization and is likely to bring a com-
plete stop to reforming school capacity, despite
the continuous drop of pupil numbers across the
country.

The study was not published. The underlying data isn’t public either.
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Secondly, the formula for determining equalization
transfers at county level provided by the Law on
local public finance was again derogated from and
replaced with a mechanism of decision-making
by county councils based on loose criteria, which
increases political interference in allocations and
discourages tax collection performance. The full
impact of the new policy is yet to be assessed.

The association has warned publicly against the
two measures stating the need for the continua-
tion of school network reform and for fair allocation
of equalization funds based on objective and trans-
parent criteria. It pointed that the equalization sys-
tem would be more effective with the formation
of a unique national equalization pool. Such a so-
lution would be technically feasible, but politically
difficult to sell to would-be losers: county councils,
Bucharest districts and some wealthy counties.

Throughout 2014-2017, the size of Romania’s
public sector revenues in GDP contracted from
32% to 30.4%, following a series of tax cuts en-
acted on VAT, PIT, excises taxes and social con-
tributions. As a result, local governments’ rela-
tive weight in GDP went down from 9.4% to 8.7%.
The trend was reinforced by the phasing out of
EU grants pertaining to the 2007-2013 budgetary
framework. However, the share of local govern-
ments in general government has remained con-
stant to the historical average at 29%, pointing to
a general stability of revenue assignment.

Over the last four years, general and local govern-
ment revenues followed similar paths. The 2016
contraction affected the entire public sector fol-
lowing tax cuts to VAT and excise taxes. The local
revenue rebound in 2017 was at the same level as
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A third policy change with impact on local bud-
gets was implemented in mid-2017. The new
public-sector wage law has provided local govern-
ments with more flexibility over setting wages of
own employees. The new policy has immediately
prompted a series of pay rises in local govern-
ments’ executive bodies which, alongside simi-
lar measures in education, social services and
healthcare, resulted in a 30% growth of local gov-
ernment 2017 payroll as compared to 2016. The
impact in 2018 will be even more significant. By
mid-2018, average wages in city halls and coun-
ty councils were 80% higher than in mid-2016
(source: Ministry of Finance). The new wages’ im-
pact on local budgets is yet to be fully assessed,
but they will undoubtedly divert funding away
from other expenditure items such as investment,
which, on the medium term, may have negative
implications on infrastructure and service quality.

for the state budget, despite the fact that invest-
ment subsidies for local governments decreased
by 40% in comparison to the previous year.

The structure of local governments revenues has
seen variations in the last four years but did not
change structurally. Own revenues, shared taxes
and the sector block grants have been the biggest
components with 28% each. The high share of
own revenues is due to hospital income from the
National Health Insurance House and the Ministry
of Health, which counts as fees for services. The
share of other grants (stat budget subsidies and
EU-grants) has fluctuated in line with EU grants
availability (from a peak of 22% in 2015 to 13% in
2017).1n 2018, it is expected that the share of the
sector block grants to drop significantly, following
the centralization of education wage payments.
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Chart 105 Romania Local Government Revenue as a Share of GDP and Total Public Revenue 2006-2017
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Annual Fluctuations in the Revenues of the General Government and Local Governments
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Overall, local government revenues in 2017 were

16.2 billion Euro, up from 15.2 billion Euro in 2016.

In per capita terms, local government revenues in
2017 were 831 Euro per inhabitant, up from 778
Euro per inhabitant in 2016.

Almost half of local governments’ own revenues
is made of hospital fees for services. Apart from
that, the share of property taxes has been stable
while communal fees and charges went upwards
following improvements in the collection of fines
and the growth of income from municipal property
(rents and concessions).

Chart 107 Romania Composition of Local Government Revenues in percent of total
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Chart 108 Romania Composition of Local Government Revenues, in million Euro
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Chart 109 Romania Composition of Local Government Revenues, in Euro per capita
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In terms of expenditure, the most significant
change has taken place in the share of spending
for wages and benefits (payroll), which has been
upwards from 2015, as a result of successive pay
rises in education, healthcare and executive bod-
ies. The pay rises have come at the expense of
investment, which went down to record levels be-
low 20% of total expenditure.

In nominal terms, the impact of pay rises on pay-
roll has been significant (+40% in 2017 vs. 2015)

and the drop of investment has been important
(in 2017 they were below the levels recorded dur-
ing the economic crisis).

Over the last four years, the property tax revenues
as a share of GDP has been constant. It contrasted
the expenditure trends, which have seen growth
in payroll (to 4% of GDP in 2017) and decline in
investment (to 1.2% of GDP). On the positive side,
the stock of outstanding local government debt
has also been decreasing to below 2% of GDP.
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Chart 110 Romania Composition of Own Revenues, in percent of total
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Chart 111 Romania Composition of local governments’ expenditure %
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Chart 112 Romania Composition of Local Expenditure in million Euro
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The government’'s wage policies have led to a ernments expenditure went up from 49% to 54%.
growth of social expenditures overall, which has That has come at the expense of investment prone
reflected on local governments’ spending patterns, services - transportation, environment, housing
too. From 2014 to 2017, the share of education, and community amenities - which dropped from
healthcare and social services in total local gov- 34% to 26% as a share in total expenditure.

Chart 113 Romania Composition of Local Expenditure in euro per capita
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Chart 114 Romania Trends of selected budgetary indicators as % of GDP
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Chart 115 Romania Functional Allocation of Expenditures (COFOG classification)
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Serbia

By Dunja Naié, Standing Conference of Towns and Municipalities

Serbian local governments are financed according
to the Law on Local Government Finance, Law on
the Budget of the Republic of Serbia, Law on Bud-
get System, Law on Public Debt, Law on Property
Tax, etc. There are attempts, by the Standing Con-
ference of Towns and Municipalities (SCTM) and
by the Ministry of Finance to design new solutions
for the system. The current Law sets the share of
the Wage Personal Income Tax (PIT) local govern-
ments receive on an origin basis and regulates the
administration and collection of the property tax
from local governments, also regulates the deter-
mination and allocation of the total pool of funds
to be used for both vertical and horizontal equal-
ization across local governments. In 2016, the Law
has changed and the percent of the Wage PIT that
belongs to the LSGs was slightly reduced.

The first call on this pool of funds is for horizon-
tal equalization. Local governments whose per
capita revenues from shared taxes are less than
the national calculated average -are entitled to
an Equalization Grant. Their grants are equal to
a percentage of the difference between their per
capita revenue from shared taxes and a percent-
age of the national average multiplied by their
populations. The remainder of the pool is allocated
by formula to all local governments as an Uncon-
ditional Transfer. The allocation of the transfer to
individual local governments is determined in ac-
cordance with uniform criteria set: metrics for pop-
ulation, territory, number of classes in elementary
and secondary schools, number of elementary and
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secondary school buildings, number of children at-
tending preschool and number of pre-school build-
ings. The general transfer thus has an equalizing
effect, independent of the equalization grant.

In 2011, amendments were introduced into the
law that radically changed its character. The
share of the Wage Personal Income 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 uncondition-
al transfers was reduced, and a smaller pool of
grant funds was allocated to municipalities in ac-
cordance with a complicated development index
that divided them into four groups. Municipalities
in the fourth group continued to receive 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.

The 2011 amendments also created a new transfer
called the Solidarity Transfer which all munici-
palities 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 allo-
cated to local governments through the use of the
complicated coefficients for development that now
divide municipalities into four groups. Unfortunate-
ly, since the introduction of the Solidarity Fund, and
the adjustment of all transfers by the development
index have rendered the Serbian intergovernmen-
tal finance system in general, and its equalization
mechanism in particular extremely non-transparent.
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Own Source Revenues in Serbia are regulated
by the Law on the Property Tax, the Law on Tax
Procedure and Administration, and the Law on Lo-
cal Government Finance. Until 2007, the tax was
assessed, collected and enforced by the national
government, but its yield was returned to local gov-
ernments on an origin basis. With the passage of
the Law on Local Government Finance, local gov-
ernments were made responsible for administering
the tax and were given the right to set tax rates
within limits set by law. The Law on Property Tax
defines the types of properties subject to taxation,
who is liable for the tax, as well as the rules govern-
ing exemptions and abatements. The Law on Tax
Procedure and Tax Administration regulates the as-
sessment, collection and control of public revenues
and regulates rights, responsibilities of taxpayers,
their reqgistration, tax offences and sanctions.

In 2012, the legal framework was amended again,
this time significantly limiting some local commu-
nal fees like the business sign tax and eliminating

Law on Local Government Finance
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others like the local motor vehicle fee. Meanwhile,
the national government raised all taxes that ac-
crue to the central budget, including VAT, the capi-
tal income tax, excises, and social contributions. In
June 2013, the government 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 in-
creased the rate of payroll taxes for social contribu-
tions from 22% to 24%, basically transferring what
it had taken away from local governments to the
National Pension Fund. Finally, on January 1, 2014,
the government eliminated the Land Use Fee, the
second most important source of own-revenue
with the idea to integrate it in property tax. The
amendments of the Law on Property Taxes brought
a significant increase in property tax collection in
2014. On the other hand, Land Development Con-
tribution (the previous Land Development Fee) is
still one of the important own-sourced revenues.

The Standing Conference of Towns and Municipali-
ties continues to work towards amending the Law
on Local Government Finance in order to return it
to its original principles. Efforts began in the first
half of 2014 when the Ministry of Finance created
a working group and drafted a new law, with so-
lutions that were harmful to local governments,
among others, the proposal to cut local govern-
ments’ share from the Wage Personal Income
Tax from 80% to 50%, meaning that only 50% of
the revenue would belong to local level and the
remaining 50% would go to central level. Repre-

sentatives of cities and municipalities within the
association, agreed that the Draft Law is entirely
unacceptable and requested from the Ministry
to withdraw the document and revise it in coop-
eration with local representatives and the wider
public. The Standing Conference stated that it
is not possible to accept a reduction of eight bil-
lion dinars (65 million EUR) in local revenue and
that such reductions would jeopardize the func-
tioning of local government. The central govern-
ment stated that this measure is necessary and
in line with the recommendations of the Interna-
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tional Monetary Fund but the association argued
that the local governments in the past year ef-
fectively “saved” this amount, from the surpluses
in the local budgets in 2014, which occurred due
to the decreased wages and salaries, imposed by
the central level. SCTM conducted a strong cam-
paign against the negative consequences of the
proposals. In the SCTM General Assembly held in
December 2015, mayors unanimously decided to
request the MoF to withdraw the Draft Law from

Program Budgeting

any public hearing. SCTM’s advocacy activities
continued with the central government against
the draft law’s proposals. The draft-law was ad-
opted by the National Assembly in 2016. However,
it included only amendments to the share of the
Wage Tax in following amounts: from 80% to 77%
for cities; from 80% to 74% for municipalities and
from 70 to 66% for the city of Belgrade. Although
this is rather unfavorable for local governments,
yet it is less unfavorable than the initial proposals.

The Standing Conference of Towns and Munici-
palities continues to work with Serbian municipali-
ties to improve program budgeting at local level
through a mix of capacity building activities. Lo-
cal governments are establishing links between
the strategic plans and their program budgets,
mid-term plans, operational programs, expected
results, indicators and resources. A key result of
this effort is the establishment of an effective lo-
cal budget structure which is in line with the ob-
jectives of local budget users. The challenges
faced in this endeavor revealed that there is still
much room for improving central - local govern-
ment coordination, particularly with respect to the
program structure and the budget calendar dead-
lines set by the Ministry of Finance and the timely
publication of the Fiscal Strategy of the country.
During 2016 and 2017 SCTM continued work to

Local Government Taxation

improve the Program Budgeting implementation
at local level with the support of Exchange 5 Pro-
gram, implemented by SCTM and funded by EU,
and the Institutional Support to SCTM - Second
Phase Project implemented by SCTM in coopera-
tion with SDC . The activities included work on the
improvement of the program structure for LSGs,
the preparation of documentation (guidelines,
models, forms, practical examples etc.) as well ca-
pacity building events. Annually, SCTM prepares
a general overview of local Budget Decisions re-
viewing the level of application of program bud-
geting that informs the monitoring of the Public
Administration Reform Strategy action plan. and
the Public Finance Management Reform Program.
A Decree that regulates content, method of prep-
aration, evaluation, monitoring and reporting on
the realization of capital projects was in 2017.

During 2014 and 2015, SCTM prepared several an-
alyzes on implementation of Property Tax Law,
after its amendment in 2013. Also, during that pe-
riod, numerous comments, and initiatives related
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to the most common problems that cities, munici-
palities, and Local Tax Administrations (LTAs) face
during implementation of the Law, have been col-
lected from them via LTA Network (coordinated by
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SCTM). On this occasion, SCTM sent the first two
initiatives to the Ministry of Finance (in October
2015 and in July 2016), explaining in details why
the amendments to the Property Tax Law are nec-
essary, as well as initiatives on changes to Law on
Tax Procedure and Tax Administration.

During 2018, in two occasions, the Ministry of Fi-
nance formulated amendments to the Property
Tax Law. Upon the request of the Ministry, and
building on its previous work and a detailed review
from the LTAs, the SCTM provided comments and
suggestions to improve the draft law in both oc-
casions. The first time in July and the second time
in September and October, in cooperation with
Municipal Economic Development Programme I
- Property Tax Reform, supported by SDC. It is ex-
pected that the changes and amendments to the
Law will be adopted by the end of 2018.

In 2018, the Government amended the Law on
Tax Procedures and Tax Administrations. to en-
able the networking of more state databases to
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improve the efficiency of property tax collection,
through the development of a Central Informa-
tion System of data for Local Tax Administrations
(LTAs). Another important change of the Law re-
lates to the introduction of electronic applications
on tax for both categories of tax payers.

Updating of the real estate databases at local lev-
el is a challenge for Serbian LSGs, indicating also
much room for improvement in the collection of
the property tax by LTAs. A number of LTAs have
been supported in previous years by GIZ and SDC
and this support will be continued. Besides the im-
provement of tax databases, the involvement of
citizens in decision making of how funds collected
from property tax are being spent, is very important
and therefore additional activities would be further
implemented in cooperation with the Municipal
Economic Development Programme Il - Property
Tax Reform, supported by SDC. Finally, it should be
noted that it is expected that a new Law on Natural
Goods Use Fees, regulating a part of own-sourced
revenues, will be adopted before the end of 2018.

Improving Public Finance Management and Good Governance
by implementing the first Public Budget Portals - PBPs in Serbia

With the support of UNDP and SIDA, the SCTM
supported 10 pilot cities and municipalities in in-
creasing transparency of public finances by pro-
moting the best PFM practices and by introducing
public budget portals (PBPs) to enable monitoring
of the budget formulation and execution process.
The PBP is an electronic reporting system for city
and municipal assemblies on local budgets, and it

presents an innovative approach to strengthening
transparency of local finances and improvement
of public finance management at the local level.
Members of city/municipal assemblies would have
an opportunity to engage in the budget process
on time, by regularly following the budget formu-
lation and execution process throughout the year.
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Local revenue as shares of total public revenue
and GDP fell sharply between 2009 and 2011 as
the national government dumped some of its fis-
cal problems on to municipalities. Between 2012
and 2013 they recovered somewhat only to fall
again in 2014. The situation didn't change much
in thereafter in terms of the share of local govern-
ments revenue to total public revenue, although
the latter improved by 1 percentage point per year.
The share of local government revenue in the GDP
has improved over the past three years, influ-
enced by the slow economic growth. However, in
relative terms local governments revenues to GDP
are 0.4% less than in 2007. Local Government
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Debt decreased by 10% when compared to 2015.

Local revenues have declined faster than those
of the general government during the economic
crisis. They rose faster than those of the general
government immediately before and after the
2011 national elections. A dramatic decline in the
local level revenues was seen between 2012 and
2014 due to austerity measures but this seems to
have stabilized in 2015. Over the past two years,
it seems that local and general government reve-
nue growth follow a much similar pattern. Overall,
general government revenues have been much
more stable than the local ones.
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Chart 116 Serbia Local Government Revenue as a Share of GDP and Total Public Revenue 2006-2017
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Chart 117 Serbia Fluctuations in the Revenues of the General Government and Local Governments
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Chart 118 Serbia
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On average until 2012, about 40% of local revenue
came from own-sources, 40% from shared tax-
es, 15% from unconditional grants, and about 5%
from conditional grants. In 2012, this balance was
changed by a sharp increase in the Wage Personal
Income Tax share that increased shared taxes weight
to 50% of all local revenue. Since 2012, continuous
reductions in the base and rate of Wage Personal In-
come Tax have reduced the yield of the tax for local
governments. In 2017, shared taxes generate only

38% of local revenue. Over the past three years,
own revenues of local governments have increased
as a share of total revenues, despite the several lim-
itations imposed on local government powers to set
fees and the elimination of a number of taxes.

Local governments have significantly improved
the yield of the property tax since 2006 when
it amounted 69 million EUR to 376 in 2017. The
trend is especially interesting in the period 2013-
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2017 and it is a result of capacity building activi-
ties for property tax undertaken at the local level.

Local government investment as a share of to-
tal expenditure remained stable during the worst
years of the crisis because of large infrastructure
projects in Belgrade. But they have fallen sharply
since 2011 and are now under 15% for five years
in a row. Serbian local governments also spend a
large share of their budgets on subsidies to public
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utilities (13%), some of which is for capital invest-
ment. Debt service payments now account for
about 3.9% of total expenditure.

Despite the financial difficulties of local govern-
ments, local wage spending has remained more
or less stable over the last eight years and though
it started dropping in 2015 due to restrictions im-
posed by the central level.

Chart 119 Serbia Composition of Own Revenues 2006-2017, in % of total
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Local investment spending has fallen considerably
over the past five years. As of 2017, local govern-
ment investment consitute only 0.8% of the GDP
down form about 1.5% in 2011. Between 2011
and 2012 there has been a very sharp increase lo-
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cal government debt in Serbia from 0.5 to 2.1% of
the GDP. Finally, the property tax constiutes about
1% of the GDP in Serbia up from 0.5% that con-
situted in 2013. The increase is due in part to a
grant program that incentivized collection.

Chart 120 Serbia Composition of Local Government Expenditure 2006-2017
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Chart 121 Serbia Investment by Level of Government and as a % GDP 2006-2017
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Chart 122 Serbia Local Government Investment, Wages, Debt and Property Tax as Shares of GDP 2006-2017
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Slovenia

Municipal finances in Slovenia are based on the
share of the origin-based allocation of the per-
sonal income tax, which historically has provid-
ed more than 50% of the revenues for the local
level. There are no unconditional grants from the
central government, but there is a mechanism for
equalization that works by computing for every
local government a “lump sum” per capita ex-
penditure need that is supposed to represent the
costs of its statutory tasks. Those local govern-
ments whose PIT share is insufficient to fund this
measure of need are given additional increments
of PIT. These allocations have been the major
preoccupation of the Slovene stakeholders in the
past three years, as the saving mode of the Slove-
nian public sector is perceived to have felt on the
backs of the municipalities.

Namely, the Slovenian municipalities were hit by
the effects of the financial crises in 2011 when
municipal revenue declined 5.5% and total ex-
penditure fell 9%. In 2012, because of the persis-
tence of the crisis, Parliament adopted austerity
measures, which also affected municipalities. On
the revenue side, the national government re-
duced the lump sum per capita share of PIT for
local governments by 3.7% and froze the national
government’s share of investment co-financing.
On the expenditure side, the austerity measures
included a reduction in public sector wages. But
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there was also an increase in some social trans-
fers. As a result, municipal current expenditures
for statutory tasks decreased by less than 1%.

As agreed between the associations and the gov-
ernment, in 2013 and 2014 the lump sum per capita
needs indicator used to calculate the revenue from
the shared income tax was additionally reduced,
forcing municipalities to lower expenditures. Ad-
ditional fiscal consolidation measures included an
increase in the VAT rate, a rise in social transfers,
and a further reduction in the co-financing by the
national government of local investments. At the
end of 2013, the associations managed to prevent
potentially legal changes in the real estate taxa-
tion and with the decision of the Constitutional
Court the law was never put in force and the previ-
ous Land Use Fee still remains valid.

In addition to these pressures, in 2013 the Min-
istry of the Interior, the competent authority for
local governments, proposed a territorial reform
that would have reduced the number of munici-
palities from 212 to 122. After protests by mayors
and criticism of the proposal by municipalities, the
associations, independent experts the proposal
was withdrawn. Instead, the Ministry promised
to develop a more strategic approach to territo-
rial reform that would include objective analysis,
wide discussion, and consultation. This strategic
approach is expected to be completed by 2018.
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2015 and 2016 saw dynamic discussions over:
the transition from the current system of compen-
sation for the use of building land to a system of
based on real estate taxation, new developments
in the law on public finances, as well as digital
transformation, the reorganization of existing
business processes, the introduction of new, in-
novative management, procurement procedures
and the implementation of new monitoring tech-
nique. Not a lot of this has been adopted: only the
strategy on local-self-government was adopted
by the Government in September 2016 and the
amended Law on Public Procurement entered into
force in 2015.

In 2015, more than 120 Mayors from three asso-
ciations of Municipalities in Slovenia protested at
the National Parliament against the arbitrary dis-
possession of municipal funds by the state, their
transfer into the state budget and the conse-
quences citizens will have to bear as a result. They
argued that municipalities and their local residents
have already contributed to the stabilization of the
national budget by introducing more than 260 mil-
lion € in saving measures. And yet, the proposed
changes in the financing schemes were even more

The overall size of the local government sector in
Slovenia increased from 5,7% of the GDP in 2015
to 4.6% in 2017. The impact of the economic crisis
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rigorous - creating a yearly gap of € 132 per capita
and 4% non-refundable investment funds, effec-
tively underfunding the performance of competen-
cies and endangering the coherent development of
local communities in all regions. The Mayors also
gathered in front of the Central Government head-
quarters in Ljubljana, to hand over their collected
statements requesting the dismissal of the Minis-
ter of Finance. SOS and its member municipalities
publicly emphasized that the Minister of Finance
violates the existing laws with big consequences
for the municipalities and their inhabitants. The
advocacy efforts continued in 2016, especially re-
lated to the proposal on the Public Finance Act, as
the Association considered that the ultimate effect
of the draft would be to centralize public finances.
Finally, after all these activities the agreement on
the per capita expenditure for the year 2015 was
signed in January 2015.

The Association of Municipalities of Slovenia
(SOS), together with the project partners Peace
Institute, Faculty of Arts and the Women’s Lobby
of Slovenia, carried out a set of activities related
to mainstreaming gender sensitive budgeting at
local level.

has decreased this share since, with a tendency
from the central government to shift a dispropor-
tionate burden of fiscal stress to the local level.
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Chart 123 Slovenia
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Slovenian local governments are heavily depen-
dent on PIT sharing for most of their revenues.
Year 2015 brought fiscal equalization in the form
of a general grant to the municipalities. The PIT
share decreased nonetheless. Over the past two
years the share of own revenues and shared taxes
has increased, while the tendency of conditional
grants, including EU grants, has reversed.

The increase in the share of own-revenues has
been accompanied by significant changes in its
composition: The Land Use and Land Develop-
ment Fees have been eliminated. As a result, the
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share of own revenues coming from the property
tax has increased, though absolute yields have
remained stable. Slovenian municipalities also de-
rive a large share of their own revenues from asset
sales and rentals, a share that has also increased
with the central roll-back of other own-revenues.

Between 2009 and 2013, the investment rate of
Slovenian local governments dropped from 45%
of total spending to 35% in 2013. In the two follow-
ing years, the share of investments has increased
significantly to fall again in 2016 and 2017.
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Chart 124 Slovenia Composition of Local Government Revenue 2006-2017
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Chart 126 Slovenia Composition of Expenditure in 2006-2017
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Slovenia’s has combined robust local investment
with low wage spending. Revenue from the Land
Use Fee and the Property Tax is better than most
countries relying solely on the property tax but
still modest. Property tax and wages have been
stable, the crisis reflected with fluctuations in in-
vestment (that again saw negative drop in 2015)

and increase of debt. Municipalities have been fre-
quently pointed out as debt generators in Slove-
nia, and the total local debt has indeed increased
from 0,75 to 2% of GDP in the years from 2008 to
2015, yet it should be noted that at the local and
central government debt have increased with the
same dynamics, tripling in the period 2006-2015.
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Chart 127 Slovenia Investment by Level of Government and as a % GDP 2006-2017
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Chart 128 Slovenia Investment, Wages, Debt, Property Tax as Share of GDP 2006-2015
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Turkey

By Mustafa Kabil, Marmara Municipalities Union

Turkey’s intergovernmental finance system is domi-
nated by shared tax revenues and own source rev-
enues. The revenue entitlements of provincial ad-
ministrations and municipalities from the national
budget are defined by Law number 5779, passed in
2008. According to this law, different 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 which are in metropolitan cit-
ies, 1.5% for other municipalities and 0.5% for spe-
cial 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 to each type of local government
and redistributed according to two criteria, popu-
lation and a development index. Eighty percent
of these pools are then allocated to local authori-
ties on a per capita basis and 20% according to
the development index. This index divides local
governments into five groups, with the least de-
veloped group getting 23% of the pool and the
most developed group gets 17% of the pool. Un-
fortunately, all of these revenues are classified as
shared taxes, instead of being divided into shared
taxes and unconditional grants. Together they ac-
count for between 45% and 50% of local govern-
ment revenues, with revenues from own sources
accounting for a similar share and other grants
making up the difference of less than 10%.
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Turkish local governments derive 44% of their rev-
enues from local taxes and fees. There are several
local taxes such as the announcement and adver-
tisement tax, entertainment tax, communication
tax, electricity consumption tax, enviromental
tax, with the most important being the property
tax. The property tax constitutes 5% of total local
revenues and 12% of local own-source revenue
in 2017. It is charged on the square meter value
of urban buildings and land adjusted by location,
use and building quality. Municipalities are legally
required to value properties every four years. Tax
assessment is done on the basis of a centrally-set
methodology and tax rates set by the municipal-
ity within limits set by the national government
at 0.1-0.3% of the assessed value. These rates
are increased by 100% within the frontiers of
metropolitan municipality. It is compulsory that a
property tax declaration is submitted to the mu-
nicipality where the building and land is located
in case there is a reason for modification of tax
value. Both owners and users (if owners cannot
be identified) of land and buildings are liable for
the property tax. The cadaster of all properties
in the country is maintained by the national gov-
ernment and managed by a department within
the Ministry responsible for Environment. Local
governments may access the cadaster to iden-
tify properties and owners within their jurisdic-
tions. Fees constitute an important part of own
source revenues. The most important fees are
“The building construction fee”, charged for the
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construction of all kinds of buildings; the “Occu-
pation fee” charged for the temporary occupation
territory; “other local fees” are composed mostly
of revenues from public services such as water
supply and transport.

Conditional grants are generally used to help poor-
er jurisdictions. For example, the Koy-des Program
provides additional support for villages and the
Bel-des Program provides support for small dis-
tricts. These Programs help villages and districts
complete investment projects that they cannot
complete themselves. They typically focus on wa-
ter-supply, sanitation and roads to urban centers.

With the 2014 elections, Turkey has two distinct
types of local 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.

2015 brought a dramatic increase of the influx of
people to Turkey, refugees from the Middle East
and there were urgent needs for their support.
This situation put pressures not only on service
delivery at local level but on municipal budgets
as well. Marmara Municipalities Union (MMU) pub-
lished a research report about process manage-
ment on local governments and refugees from
the middle east. The report sets out the activities
of municipalities for refugees, process manage-
ment, problems encountered, limitations due to
legislation and proposals. The report raises the is-
sue of additional funding for municipalities as one
of the most important problems.
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Second, in the 30 provinces where there are cit-
ies with populations larger than 750,000, these
big cities became metropolitan cities while special
provincial administrations and villages were elimi-
nated. As a result, the number of metropolitan cit-
ies 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. In other words, special
provincial administrations still exist in 51 provinces.

From the macroeconomic perspective, Turkey’s
longstanding positive economic performance was
challenged in 2018, in particular because of the
sudden and unexpected depreciation of the Turk-
ish lira and the hikes in interest rates and inflation.
The Ministry of Treasury and Finance announced a
“New Economy Program” targeting reducing infla-
tion from the current 20.8% to 9.8% in 2020, with
a combination of monetary and fiscal policies tar-
geting price stability and fiscal discipline.

There were important developments for subcon-
tracted public employees. With Decree No. 696
dated 24.12.2017, the personnel working under
the “service procurement contracts based on the
employment of personnel” were transferred from
private companies to the companies belonging to
the local governments. Considering the elimina-
tion of personnel service procurement tenders,
employees have now been secured job stability.
The most important financial aspect related to
this issue was the reduction of the VAT rate paid
by local governments from 18% to 1% for person-
nel service procurement.
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Statistical Overview of Local Government Finances in Turkey

total public revenues, reversing the trend of the
past three years.

Since 2006, local government revenue as a share
of GDP has registered a very small increase of 0.3
percentage points, while it has increased from
13% to 14% of total public revenues. Local gov-
ernment debt, including unpaid liabilities to sup-
pliers, constitutes 58% of total local revenues or
about 2.5% of GDP in 2017.

Local governments’ revenues have increased by
22% in 2017 as opposed to the 9% increase in
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The composition of local revenues has not
changed significantly between 2006 and 2017.
Own revenues constitute 44% of the total in 2017.
Until 2015 there was an increase in shared taxes
to 50% which has slightly fallen to 48% in 2017.

Chart 129 Turkey Local Government Revenue as a Share of GDP and Total Public Revenue in 2006-2017
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(ELSERITT'CGAN Fluctuations in the Revenues of the General Government and Local Governments 2006-2017
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Local governmnet revenues have, however, grown
consistently by an average of 14% since 2006. In
2017, total local revenues were 22% higher than
in 2016. Since 2006, local governments have in-
creased own-revenue collection by 285% and the
shared tax revenues increased by about 435%. In
relative terms, the composition of Own-Source Rev-
enues has not changed substantially when com-
pared to 2006 or the most recent three years. The
share of property tax to own source revenues has
further decreased by 3 percentage points in 2017.

]

In 2017, local investment as a share of total lo-
cal expenditure increased to 40% up from 36% in
2016. It is the second biggest increase after 2013,
compared to the previous year. Wages as a share
of total expenditures continue declining and in
2017, they reached the lowest level of 14% since
2006. Expenditures on goods and services started
to decline since 2015, where we saw a peak level
of 42% of total expenditures.
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Chart 131 Turkey Composition of Local Government Revenue 2006-2017
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Chart 132 Turkey Composition of Own Source Revenues 2006-2017
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There is a decrease in the cost of local wages as a
percentage of GDP since 2006, while property tax re-
mains relatively stable. Local public investment has
recently risen to about 2% of GDP, while outstanding

debt is 2,5% of GDP and slightly under the average
of last 12 years. This is due more to unpaid liabilities
to suppliers and contractors than it is to bank debt.

Composition of Expenditure in 2006-2017
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Chart 134 Turkey Investment, Wages, Outstanding Debt and Property Tax as Shares of GDP 2006-2017

4,00%

3,50%

3,00%

2,50%

2,00%

1,50%

1,00%

0,50%

0,00%

\/

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

=== Property Tax e \\lages  e====Debt Investment

Network of Associations of Local Authorities of South-East Europe















