A

3‘;\ WORLD \QS’
BANK '
]'U INSTITUTE Geﬁrn%aesrz]f SCHOOL oF PoLICY sTUDIES

THE DESIGN OF EQUALIZATION
GRANTS:
THEORY AND APPLICATIONS

Jorge Martinez-Vazquez and Jameson Boex

PART THREE
COUNTRY CASE STUDIES




PART THREE: COUNTRY CASE STUDIES

There are a number of published accounts of decentraization policiesin developing and
trangtiond countries. However, the focus of such studies rarely includes a detailed
discussion and critica andyss of the equaization mechaniams. In Part Three of this
module, we attempt to provide an overview of equalizationmechanismsin a cross-section
of countries.

We have attempted to gather a number of country case studies that provide not only a
geographical cross-section of countries, but more importantly, a cross-section that
representsthearray of leves of sophidticationinthe design of equdizationtransfers. These
examples range from the basic alocation mechanism used in Nigeriato the sophigticated
equdization sysem in placein Latvia. In many cases, the case dudiesin this module do
not limit themsalves merdly to a description of the equdization mechanisms in these
countries, but ingtead seek to provide an andysis of the current system and provide
recommendation on how each system can be improved.

An overview of Nigeria's federal structure, and the role of its Federation Account is
presented in Section 1. The case study describes the multi-factor alocation mechanism
used in Nigeria, analyzes the incidence of transfers, and highlights the problems with the
current alocation formula

The government of M alawi is seeking to transformintergovernmenta fisca relations from
a highly centrdized system of governance to a decentralized system where many
government services are to become the responsibility of the country’s loca government
assemblies. Section 2 presents the analysis of equdizationtransfers, capital devel opment
grants and deconcentrated health expendituresin Maawi.

Ecuador is embarking on an ambitious program of fiscad decentrdization. The
government’ sreformprogramis summearized inthe Proposal for the new administration
model for Ecuador (2000). Section 3 presents a review and critique of the proposed
trandfer system, which includes an equdization component.

The fourth case study included in this module considers the reform of Russia’'s
equdization fund, known as the Fund for the Financia Support of the Regions (FFSR).
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The FFSR was introduced in 1994 as part of Russa's trangition reforms. Substantia
reforms of the FFSR were proposed for the 1999 budget year. Section 4 presents an
andyss of the proposed reforms of the FFSR in October 1998. As part of the andysis,
the report smulates dternative transfer schemes under avariety of policy options.

Thefind case study reviewsthe changesinL atvia’ sequdizationfund from 1995 to 1999.
Section 5 andlyzes how Latvids equdization mechanism works, highlights the main
problems and issues, and presents severa options for reform. Some of these options for
reform are smulated at the end of the section using 1999 budget data.



CASE STUDY 1
THE FEDERATION ACCOUNT IN NIGERIA

1.1  Overview of Nigerian federal system

The Nigerian fiscad system and the country’ s system of fiscd federdism are defined to a
large extent in the Nigerian condtitution of 1999. The condtitution prescribes three levels
of government: a federa government, state governments (36 States are defined in the
condtitution, plus the Federa Capita Territory Abuja) and local government areas (774
of such county-like digtricts currently exist). The congtitution defines the expenditure
responghilities of each level of government (Table 1.1). Between two-thirds and three-
quarters of public sector spending is done by the federd government, while State
governments account for approximately 20-25 percent of public sector spending. Loca
governments account for roughly for 5 percent of public sector spending. Overdl public
sector spending (spending by al levels of government) accounts for about 20 percent of
GDP.

The Nigerian congtitutiona so defines the manner inwhichresourcesare shared among the
different levdsof government. Revenuesarehighly centralized, with most federd revenues
(mogtly corporate income taxesand petroleumtaxes) flowing into the Federation Account,
which is shared between the three levels of government. The state and local government
shares of the Federation Account are distributed usng dlocation formulas. The federal
value-added tax does not flowintothe FederationAccount, but isSmilarly shared between
dl levds of government onaformula-bass. Jointly, the Federation Account disbursements
plusthe VAT apportionment are referred to as the Federd Allocations.

The current assgnment of revenue sources (Table 1.2) was set forthin Decree 21 issued
in 1998 under military rule (Taxes and Levies, Approved Lig for Collection; September
30, 1998). While most significant revenue sources accrue to the Federation Account at
the federd level, the decree dso assigns a number of smaler taxes to each levd of
government. State governments collect most personal income taxes, some minor taxes,
and certain leviesand fees, while locd governments are assigned a number of minor rates,
licence fees and market taxes.



A centrd theme infederal raionsinNigeriaisail revenue. Oil productionis concentrated
in ten states, mainly in the Niger River ddta.  Oil revenues are federaly collected, but
shared in part on a derivation basis: 13 percent of all revenues is shared with the oil-
producing states on a derivation bass, while the remaining oil revenues are paid into the
Federation Account and distributed among dl levels of government.

The Federation Account is administered by the National Revenue Mobilization
Allocation and Fiscal Commission. The make-up of the commissionis conditutionaly-
defined, comprising the Federal Minister of Finance, and representativesfromeach of the
dates (typicdly the State Finance Commissioners and State Accountants-Generd). The
commisson meets in Abuja on a monthly basis to alocate the previous month’s tax
receipts among the recipient governments. While locd governments are not directly
represented in the Commission, loca governments receive their dlocations directly from
the Federation Account. Sincetheloca governmentsallocationsdo not passthrough state
accounts, state governments have no financid control over the disbursements to local
governments.

Few other intergovernmentd transfer arrangements exist. There isarecurrent grant from
the federal government to loca governmentsfor the provisonof primary education; astate
contribution to primary education is automaticaly withhdd from each state’ s share from
the Federation Account. In times of federd revenue shortfdls during the military era,
stateswere sometimesforced to share some of ther revenueswiththe federal government.
In addition, states are congtitutionaly required to share a certain portion (currently 10
percent) of state own source revenues with their loca governments. Likewise, loca
governmentsare supposed to share one percent of ther local revenueswiththe sate leve.
However, in practice these requirements are ignored in many states.

1.2  Equalization in Nigeria: Federal Allocations
The Federation Account and VAT sharing are the predominant methods of resource
sharing in Nigeria's public sector. Essentidly al federa revenue sources accrue to the

Federation Account, which is then shared among dl levels of government.

Digribution of the Federation Account among the different governments is based on a
vertical dlocation formula (whichassigns a specific shareto eachleve of government) and
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horizontd alocation formulas (which didribute the state share of the Account among the
gtates and the local government share among the local governments). Both the horizontal
and verticd dlocation formulas will be discussed in greater detall later onin this chapter.
Although the formulas have periodicaly changed over the years, this approachto revenue
sharing has changed little Snce its inception in 1960.

A subgtantia share of state resources is contributed by intergovernmentd transfers. The
predominant way in which the federal government provides resources to state and local
government is by way of revenue sharing through the Federation Account and the VAT
sharing pool. The higtorica and current didtribution of the Federation Account and the
VAT are reflected in Table 1.3. Currently, states receive 24 percent of the Federation
Account and 50 percent of VAT revenues. However, many state governors and
politicians dam that insufficient revenues from the Federation Account flow to the state
level and have openly advocated increasing the states' share in the ditribution of fisca
resources between the different levels of government.

The digtribution of funds between state and local governments takes place based on a
typica multi-factor dlocation formula; the alocation factors used in thisformula, and their
relaive weights, are presented in Table 1.4. After ditributing part of minerd revenue
collections onaderivationbags, the state’ s share of the Federation Account isdistributed
among state governments in accordance with five factors: “equdity” (40 percent),
population (30 percent), land mass and terrain (10 percent), socia development (10
percent), and internd revenue effort (10 percent). For instance, a state that contains 3
percent of the country’s population would receive 3 percent of the fundsavailable for the
factor “population” from the Federation Account. Locd governments are dlotted their
shares from the Federation Account based on the same formula.

A vaue-added tax was introduced in Nigeriain 1994 which replaced a Sate-level sdes
tax. Similar to the Federation Account, the VAT is shared between the three levels of
government onaformulabasis. Someof the VAT collectionsaredlocated on aderivation
basis.

A generd observations with regard to the federd dlocations as afunding mechaniam for
subnational governments is that it does not necessarily provide a very stable source of
funding over time. The federd dlocations fluctuate greetly over time depending on the
price of oil on international markets. It iswidely argued that state and loca governments
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have a need for a gable revenue stream because they provide many of the most basic
public services. While a Stabilization Account existsin order to stabilize revenue streams
over time, this Stabilization Account does not appear to be achieving its objective.
Payments into (and withdrawas from) the Stabilization Account appear ad hoc. For
instance, whereas payments should be made into the Stabilization Account during times of
high ail prices, the National Revenue Mobilization Allocation and Fiscal Commission
was discussing making withdrawas fromthe Stabili zationAccount inOctober 2000 during
record ail prices on the international markets.

Sate Interna Generated Revenues

As reflected in Table 1.2, state governments have a number of own revenue sources or
“interna generated revenues’ (IGR). Thesestateleve taxesinclude avariety of persond
income taxes (pay-as-you-earn, self-assessment tax, withholding tax and capital gainstax
onindividuas), anumber of minor businesstaxesand several miscdlaneous feesand levies.

Whereas the condtitutiongives state governments the power to legidate loca government
taxes, the constitution gives the federd government the power to regulate state taxes.
Under current federd legidation, state are not givendiscretionto determine either the tax
base or the tax rate for any own revenue sources. This means that the state government
essentidly has no control over the Size of its state budget. Thus, even if votersin astate
would prefer ahigher level of public service and are willing to pay for this through higher
taxes, the state would be unable to generate additiona revenues. This lack of revenue
autonomy unnecessaxily limits the fiscal policy options of state governments. It should be
noted thet while the congtitution gives the federd government the power to regulate
taxation, it does not prohibit the federa government from giving Satesacertain levd of
discretion over fiscd policies. For ingance, within limits, the federa government could
alow each date to determine their own persond income tax rates. Such aminor change
in federd fiscd regulation could substantialy increase revenue autonomy at the sete leve.

1.3 Vertical and Horizontal Fiscal Balance

Verticd Fiscal Baance

The digtribution of public resources between different levels of government is referred to
by economists as verticd fiscd baance. Whilethe vertica fiscal balance isacurrently a
thorny political issue that is widdy debated in Nigeria's news media based on much
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anecdotd evidence, the guiding principle used by economists is whether “finance follows
function.” In other words, does the distribution of resources reflect the expenditure
respongibilities of each level of government? Thisis a very dfficult question to resolve.
There are severd ways to detect the presence of verticd fiscal imbalances.

Revenue trends. Firgt, we can look at the distribution of fisca resources between the
different levels of government over time. Thisisdone inTable 1.5: the table showstrends
in revenues, expenditures, and budgetary deficits (surpluses) expressed as a percent of
GDP for thefederal government, consolidated state governments and the local government
level for the period 1995-1999.

Whenwelook at the revenue trend for state governments, we notice that snce 1996, the
resources avallable to state governmentsas agroup are seadily increesng. Whilein1996
states collected 3.3 percent of GDP in state revenue (federd dlocations plus IGR), by
1999 this amount had increased to 5.7 percent. Similarly, locd government resources
have increased from 0.9 percent of GDPin 1996 to 1.9 percent in 1999.

Federal revenues reflect a much more undable picture. Federally retained revenues
fluctuate up and down between 13 and 15 percent of GDP, but spiked in 1999 at 22.3
percent. On account of the resource dlocations reveded in Table 1.5, there is no direct
evidence that there exist large verticd fiscd imbaance in Nigeria

Budgetary position. A second indicator of verticd fisca baance isto study the budget
balance of each leve of government. The relative budgetary position of each leve of
government would be areflection of vertical fisca imbaances if () each government is
equdly efident in alocating its resources to achieve its responsbilities and (b) there are
no indtitutional congtraints on governments a each leve to incur budget deficits. If these
assumptions would hold, wewould haveto concludethat Nigeria sfedera government has
disproportionately few resources, because it systematicaly incurs budget deficits.
However, the absence of fisca deficits at the subnationd leve is not a reflection of the
fiscd afluence of subnationd governments. More smply, the absence of subnational
budget deficits is a reflection of the requirement that subnationa governmentsin Nigeria
need to baance their budgets. Therefore, comparing the fisca surplus or deficit of each
level of government does not provide us with avaid measure of vertica fisca baance.

Proportion of capital expenditures. Along the same vein, athird approach to assess
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the presence of verticd fiscd imbalances would be to look at the relative spending on
capital expenditures at each leve of government. Due to the structure of the budget and
the budget process in Nigeria, governments at al levels of government in Nigeria first
alocate resourcestowardsrecurrent expendituresitems, and then use any recurrent budget
aurplus for the purpose of funding capitd expenditures. The share of the budget spent on
capital expenditures could thus be ameasure of fisca pressure. (Of course, theproportion
of the budget spent of capital items might dso vary between leves of government due to
differencesinthe expenditure respongbilitiesalotted to eachleve of government.) By this
measure, the fiscd structurewould indeed be biased infavor of the federd government: the
federd government spends between hdf and two-thirds of its resources on capital
expenditures, compared to only roughly one-third of expenditures for state and local
governments.

In summary, while there is no congstent economic evidence to support the political
agument that there exis mgor vertica fiscd imbadances in Nigerig, it would be
appropriate to explore at a palitica level whether the expenditure of dmog haf of the
federal budget on capitd projects is an efficient dlocation of public resources. An
additiond point that states may wish to raise in the context of verticd fiscd imbaancesis
their lack of revenue autonomy. However, instead of demanding anincreased share of the
Federation Account and VAT revenues, we bdieve that subnationa governments might
seek increased revenue autonomy by demanding increasing discretion over the tax rates
of certain federdly regulated taxes (for instance, states could be alowed to set income tax
rates). Instead of just relying on*hand-outs’ from thefedera government, thiswould force
date governments to make the difficult trade-offs betweenincreasing public spending and
increasing the tax burden.

Horizontal Fiscd Baance

While the verticd alocation of public sector resources has drawn much more political
attention in Nigeria, there are many problems with the horizontd distribution of the funds
(i.e, the distribution of federd alocation between the Sates).

Weturn to regresson andysis to better understand how resources are all ocated usng the
Federation Account and the VAT sharing mechanism. Regresson andysisisadatitica
technique used to andyze how variaions incertain variables (explanatory variables) relate
to variaions in another variable (the dependent varigble).
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The fird regresson equation in Table 1.6 attempts to answer the question: what causes
vaiationsin per capitafederal dlocations? The explanatory variablesthat are used in the
regressonsinTable 1.6 includefiscd capacity (asmeasured by per capita VAT collections
in each state), and a number of measures of fisca need, including the poverty rate,
secondary school enrollment (per 1000 residents), population and population dengity.
Based onthefactorsthat are included in the digtribution formula (contained in Table 1.4),
the dlocation mechanism in Nigeriaseems to be designed to do four things: (1) dlocate a
portionof revenuesonaderivationbas's, particularly for ail revenuesand VAT collections,
(2) provide generd purpose funding; (3) provide additiona funding for “needier” regions,
and (4) gimulate fiscal effort.  Surprisngly missng is a common objective, namely,
equaizing fiscal capacity. Initidly, we sought to explain variation in federd dlocations
between states usng the same explanatory variablesasinthefirg set of equations, notably
measuresof fiscal capacity and fiscal need. However, these measures of fisca capacity and
fiscal need only explained 4 percent of variationsinper capitafederal alocations, and none
of the variables had a gatisticdly sgnificant impact.

Consequently, we tried to modify the regression eguation to do a better job a explaining
vaidionsinfedera alocations. Since alarge share of the Federation Account and VAT
collections are shared based on*“equdity” (i.e, each Sate get an equa share, i.e. 1/36), it
is likely that when we consider per_capita dlocations, smdler states higher per capita
federa dlocations. Therefore, in the second regresson equation that we estimated, we
added population as an explanatory variadle in the regresson and re-estimated the
equation.

We should note three things about the second equation in Table 1.6. First, by adding
population, the new regression is able to explain 63 percent in the variation of per capita
federa dlocations versus 4 percent in the absence of the population variable. Second, as
expected population has a strong negetive impact on per capita federa dlocations: for
everyincreasein population by one million, the per capita transfer decreasesby dmost N

300. Third, the new specification suggestswith satigtica sgnificancethat wedthier Sates
actudly recalve greater federd dlocations. Thus, not only are federd dlocations non-

equdizing, as awhole they favor the wedthier states. This should not be surprising given
the fact that a portion of the Federation Account and VAT collections are dlocated ona
derivetion basis.

Incidentaly, we aso tried to add fisca effort as an explanatory variable to the equation
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explaning federa dlocations. (This equation is not reported in the table). The result
indicated that fiscd effort, aswe define it inBox 2.4, does not have adatigticaly sgnificant
impact on federd dlocations. In fact, the parameter estimate on fiscd effort was negative
(dthough not gatidicdly sgnificant), hinting that if anything, states that exert greeter fisca
effort recaive fewer federa alocations.

1.4  Problemswith the Equalization Formula

There are a number of serious problems or policy concerns related to virtudly each of the
five components of the equalization formula for the Federation Account. While not
expliatly discussed here, many of the same issuesalso impair the VAT digtributionformula
and the digtribution formulafor loca governments.

In our arguments, we are only addressing the economic issues raised by the formula, and
we are Sde-stepping possible political motives for the prominent inclusion of the equdity
principle inthe digtributionformula. For instance, fragmentation of state governments (i.e,
the absence of large, palitica strong state governors) might be important to the stability of
the Nigerianfedera sysem, or inamorecynica view, beneficid to federal dominance over
the states. Likewise, the appeasement of less populated, rural states might play an
important political rolein Nigerid sfederd system. Federa alocations distributed based
on equaity may smply provide a fisca incentive to achieve such politica objectives.

Equality Component. The largest share (40 percent) of the Federation Account fund is
digtributed based on “equdlity,” meaning that each of the states receives an equal share
(1/36) of this portionof the Account regardiess of the state’ s population size. Theimpliat
rationd for using equaity as an dlocation factor is that both large and amdl states dike
need to support a Governor, a set of state minidries, and a state bureaucracy. Thelogical
implicationisthat smal statesreceive alarger amount of federa funding when considered
on a per capitabasis.

Using equdity inthe ditribution formula raises great concerns about incentives, efficiency
and basic fairness. Thisconcernismagnified by thefact that nearly haf (40 percent) of the
Federation Account is alocated according to this factor, The dominance of the equdity
factor was confirmed in the regression in Table 1.6, which suggests that a date's
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population explains a lion's share of the variation in per capita federa alocations,
confirming the hypothesis that smdler states (i.e., less popul ated states) receive higher per
capitafederd dlocations than larger States.

It is important to stress that we are not laying blame with (new) dsates for causing
duplication of state government agencies and functions. Instead, we are critical of the
dominant use of the equdity principle in the digtribution formula which encourages this
fragmentation. States, in seeking fragmentation, smply respond to the fiscd incentives
provided to themby the fisca system. If the ongoing trend of fragmentation continues, the
system would continue to dlow asngle state to substantidly increasethe fiscd dlocations
to its populace by splitting up, at the expense of al other Sates.

Problems with Population Estimates. Population is both an appropriate and a
commonly used factor ingenera dlocationfunding formulasaround the world. However,
it isimportant to assure that accurate and timely data are available for the variables used
in the dlocation formula. We fear that there are Sgnificant problems with the dtatistical
techniques used to produce population estimates which could result in considerable bias.

The most recent census in Nigeria was hdd in 1991, providing a count of the country’s
population by state and local government area. Population estimatesfor subsequent years
are computed by multiplying each state and locd government’s1991 popul ation count by
the national average population growth rate of 2.83 percent per annum. This esimation
approach is mandated by federal Satistical authorities, and state and locd officias are
condtitutionaly prohibited from modifying these estimates.

However, it is highly unlikely that al state and loca governments grow at the nationd
average growthrate. Migration from rura to urban areas causes urban growth ratesto be
higher than rural population growth. Similarly, there are likely to be differences in
population growth rates due to differences in demographic composition (i.e., the age
digtribution of the population), ethnic, religious, socia, and economic characterigtics.
Fallure to account for differences in growth rates could introduce dgnificant bias in the
dlocation of public resources. For instance, urban regions are likdy underfunded as a
result of the poor estimation approach. Also, estimates of any other variable that is
specified in per capitatermsis potentialy biased by inadequate population estimates.

The biasesintroduced dueto estimation approach possible take an sgnificant proportions,
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due to the fact that the estimate growth rate is compounded. For example, imagine two
dates that each had one million residentsin 1991, but one state has a population growth
rate of 6 percent (e.g., an urban state with a booming economy) while the other state's
population grows at 2 percent per annum (e.g., arurd sate). At the officialy established
growthrate, by the year 2000 both stateswould be officaly estimated to have 1,285,000
resdents. Y, in redity, the faster growing state would have dmost 1.7 residents by the
year 2000, compared to less than 1.2 million for the other state: a difference of over 40
percent!

Land Massand Terrain. Geographicaly larger states could successfully argue that they
typicaly have higher expenditure needs than other states due to the higher cost of providing
public services. However, it would be desrable if there would be an accounting in the
formula for the fact that the cost of ddivering public services could dso be higher in highly
densdy populated areas. Asopposed to using land areaand terrain asproxies, differences
in price levels across states could easly be directly included in the horizonta distribution
formula, ether as a separate factor in the formula, or by multiplying each Sates revenue
share by acost index. Thisisacommon practice in other countries.

Social Development Factors. There are a number of concernswith the way in which
funds are distributed based on socia development factors. These concerns are abated
somewhat by the fact that each sub-factor only contributes in aminor way to the overdl
distribution of resources.

Fird, thereisamagor concern about the use of physica infrastructure measures, such as
hospital beds, inthe dlocationformula. The number of hospital bedsin agateisarguably
avery poor measure of the healthneeds of astate. Wedthier Sates, with more money to
spend on hedth care, would likely have more hospital beds and thus receive more
generous tranders, in spite of the fact that wedthier states typically have hedthier
populations. In addition, the use of hospita beds as a measure of hedlth care needs
provides apoor incentive to states. Instead of focusing on the qudity of hedth care, the
mechaniam gives the State Minigter of Finance a reason to press the State Ministry of
Hedlth to provide a larger number of hospital beds Smply in order to increase transfers.
Ingenerd, you want to avoid using measures of physica capacity (such as the number of
hospital beds, the number of schooals, etc.) in a formula and focus on measures of the
number of “clients’ or citizens with a certain need. Thus, a better measure of health care
needs would be to use reported incidence of medica conditions as didribution factors.
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The incidence across states of HIV/AIDS and infant mortdity might be more suitable and
more typica measures of state health care needsthat are free from this incentive problem.

A second probleminthe measurement of socia development needs exists in the subfactor
used to measure a state’ s need for educationd services, for this, the relative number of
elementary and secondary school children are used in the formula.  This is clearly an
attempt to measure the need for education for school-aged children. However, the
digtribution formula implicitly recognizes its own falure: while the presence of school
children is a measure for the need of socid development expenditures, the presence of
school dropouts is dso a socid development concern. In an attempt to correct for this
problem, the digtribution formula aso includes dlocations based on the inverse of
secondary and commercia school enrollments. Rather thaninduding both enroliment and
its own inverse, the dlocation could be improved by using the potentid “client” base for
schoaling, which is the school-aged population.  Using the school-aged population to
digtribute state funding would avoid the complications brought about by the use of
enrollment.

Definition of Fiscal Effort. Animplicit objectiveof Nigeria sdigtributionformulaisthe
dimulation of fiscd effort. Fiscd effort is defined asthe degree to which agtate utilizesthe
revenue bases avalable toit, and is generally measured asthe state’ s collectionexpressed
relative to some measure of fiscal capacity. Theideaisthat regionsthat try harder toraise
revenues but are dill unable to finance a certain level of public services may be more
worthy of recaiving grant money. On the other hand, Smply rewarding regions that exert
higher levels of fiscd effort could result inthe use of federa resources on regional projects
that lack any merit. Higher levels of fiscd effort in some regions may smply be the result
of higher leves of demand for government goods and services in those regions. Even
though a case can be made for encouragement of tax effort, the case is theoreticdly quite
week; thereis no economic reason to give more federal moneysto regions that prefer to
spend more of ther gross incomesin the public sector rather than in the private sector.
This being said, in countries where there is no tradition of revenue autonomy at the
subnationd leve, asin the case of Nigeria, it may bejudtified to have temporary policies
that encourage tax effort. However, inthelong run, the best policy isto neither discourage
nor encourage tax effort; federa policies should be neutra with respect to the tax effort of
subnationa governments.

Other than the theoretical reservation associated with simulating fiscd effort through the
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transfer mechanism, two problems exist with the manner in which interna revenue effort
isgimulated in Nigeria

Fird, three-quarters of the funds alocated under this heading is not at al designed to
dimulate effort, but is smply dlocated on an “equd shares’ principle.

Second, the remaining funds are distributed based on the increase in interna revenue
collections rddive to the previous year. Thus, increases in fisca effort are rewarded,
rather thanthe overdl leve of fiscd effort. The disadvantage of this gpproach is that poor
states need to consstently exert ahigher leve of fisca effort to provide a standard set of
government services, leaving them little to room to reap the benefit of this incentive by
further increasing ther fisca effort. On the other hand, this mechanism stimulates and
rewards wedthier states who had previoudy low leves of fiscd effort for achieving an
average levd of fiscd effort. Further, by rewarding increasesin fiscd effort, thereislittle
incentive for mantaining a consgtently high leve of effort in the collection of interndly
generated revenues.

Fiscal capacity equalization. Onefind concern about the workings of the distribution
of federd dlocation among states is that the mechanism does not include any avenue for
the equdization of fiscal capacity between states. In fact, the federd alocations may be
counter-equdizing by dlocating oil-producing states 13 percent of ol revenues prior to
applying the horizonta alocation formula to the remainder of the funds (dthough it could
be argued that the moniesallocated ona derivationbasisare in proportionto the additiona
infrastructure demands and pollution concerns caused by ail extraction). Smilarly, part of
the VAT sharing takes placeonaderivationbasis. Consequently, theresultsin Table 1.6
suggest that wedthier states actualy receive larger transfersthrough the federd alocations
than poorer states. Thisfinding should be of congderable concern to those who bdieve
that it is the responsbility of the federa government to encourage poverty dleviaion by
redistributing fisca resources across the nationa territory.

Ultimately, any funding scheme needs to be judged by the standard: does it achieve its
objective of funding state governments in an effective and equitable manner ? One main
reasons stand out why we believe that the answer to this question is currently “no.” When
considered on a per capitabass (as can be seenin Table 1.6), the digtribution formulaiis
clearly and overwhemingly biased in favor of samdl states due to the heavy relianceonthe
“egud shares’ principle. This problem is so overwhelming that not fiscal capacity, nor
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socid development, nor fisca need, nor fisca effort, but merely the size of a Sate has
become the most important determinant of per capitafedera dlocationsin Nigeria
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Table1.1
Assgnment of Expenditure Responsibilitiesin Nigeria, 1999

Assignment

Federal

State

Local

Defense
Foreign Affairs
Public Order

Trade and commer ce

Natural Resour ces

Agriculture and
Fisheries

Health
Education and Science

Transportation
networks and public
transportation

National defense
Diplomatic and consular
missions; international
treaties; foreign policy
National police, security
services, prisons
Commercial policy,
banking, insurance,
bankruptcy, international
trade, interstate trade
Mines and mineral,
including oil and gas
surveying and mining

Promoation of agricultural

research and production;
fishing rights

Federa health policy
University and
professional education;
scientific and
technological research;
nationa statistics

Aviation policy and
airports; railways;

| federal highways

State public order

Intra-state trade and
commerce

Development of state
agricultural

State health policy
Regulation of primary
education; provision of
post-primary education;
University and
professional education;
scientific and
technological research
State highways; public
transit

Local markets; slaughter
houses; local economic
development

Natural resource
development other than
minerals

Loca agriculture
development

Local hedlth services
Provision and
maintenance of primary
school and vocational
training

Loca roads and
highways; local public

_transit

Source: 1999 Condtitution of the Republic of Nigeria (Second and Fourth Schedules)
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Table1.2

Tax Adminigration and Collections. Federa, State and Local Responsibilities

Federd Government

State Government

Locd Government

1. Companies income tax

2. Withholding tax on
companies for non-residents
and FCT Abuja

3. Petroleum profits tax

4. Vdue added tax

5. Education tax

6. Capital gains tax for non-
residents, corporate bodies and
FCT Abuja

7. Stamp duties for non-
residents, corporate bodies and
FCT Abuja

8. Personal income tax for
military and police personndl,
non-residents, and FCT Abuja

1. Persona income tax (Pay-
As-You-Earn and Self-
Assessment)

2. Withholding tax on individuals
3. Capital gainstax on
individuas

4. Stamp duties on individuals
5. Gambling taxes

6. Road taxes

7. Business premises
registration fee

8. Development levy on
individuals

9. Street naming registration fee
for State Capital

10. Right of occupancy fees
11. Market taxes and levies

1. Shops and kiosks rates

2. Tenement rates

3. Liquor License fees

4. Slaughter dab fees

5. Marriage, birth, death
registration fees

6. Street naming fees (excl.
State Capital)

7. Right of occupancy fees

8. Market taxes and levies

9. Motor park levies

10. Domestic animal license
fees

11. Bicycle, truck, canoe, cart
fees

12. Cattle tax

13. Merriment and road closure
levy

14. Radio and television license
fees

15. Vehicle radio license fees
16. Wrong parking charges

17. Public convenience, sewage
and refuse disposal fees

18. Customary buria ground
permit fees

19. Religious places
establishment permit fees

20. Signboard / advertising fees

Source: Decree 21: Taxes and Levies (Approved List for Collection); September 30, 1998.
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Tabhlel13

1960 [1963/67] 1980 | 1982 | 1987 | 1990 | 1993 | 1995-

Federal Government 70 65 55 55 55 50 435 485
Regiond/Sate Gavernment 30 35 345 | 345 | 325 30 24 24
Loca Governments 0 0 8 10 10 15 20 20
Special Funds 0 0 2.5 0.5 2.5 5 7.5 1.5
Total 100 100 100 100 100 100 100 100

Note: Between 1960 and 1976 L oca Governments were funded through the Regiona/State

Source: Approved Budgets of the Gavernment of the Federal Republic of Nigeria; Central Bank
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Tahle1.4

EFederation Account: Horizontal Allocation Farmula_2000

Bads Percentage of totd fund
Derivation

Oil Revenues 13
Equality 40
Fql |r-ii'ry 4
Population 30
Population 30
Land Massand Terrain 10
Land mass 50
Teran 5.0
Social Development Factors 10
Primary schodl enrollment 2.4
Secondary/commercia school enrollment 0
[nverse secondary/commercia school enrollment 0.8
Hospital beds 30
\Water supply spread 1.5
Ranfal proportion 1
[nternal Revenue Effort 10
Rdio 2
Equdity 7.5

Source: Federation Account Allocation Committee
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Tabhle15

Verticd Fiscd Bdance: Fiscd Bdance a each leve of government

1995 1996 1997 1998 1999
Federal Government
Current Revenue (*) 15.7 13.5 149 13.0 22.3
Recurrent Expenditures 6 4.5 5 6 151
(‘_:qpi'r;i prpndih Ires 8 7.9 (o] 11 16.7
Recurrent Fiscal Balance 8 8.9 9 6 7
Overal Fisca Baance 01 1.2 -0.2 -4 -9
Consolidated State Governments
Current Revenue 3 3.3 3.4 5 oW
Recurrent prpndi'rl Ires 2 20 2.1 2 3
Capital Expenditures 1 11 1 2.3 2.0
Recurrent Fiscal Balance 0.7 1.3 1. 2 2.2
Overdl Fiscad Bdance -0. 0. 0. 0 0.
Consolidated | ocal Governments
Current Revenue 1 09 1 1.7 19
Recurrent Expenditures 0 0 0.8 1 1.3
Capital Expenditures 0. 0.3 0. 0 0
Recurrent Fiscd Bdance 0 0 0.3 0.6 0.6
Overall Fisca Baance 0.1 0.q 0 0 0.0
Memo: GDP (billions of Naira) (**) 1,961 2,740 2,835 2,717 2,974

Source: Central Bank of Nigeria; International Monetary Fund
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Table 1.6

Incidence Andysis of State-Level Revenue Sources

Intercept| Fiscal | Poverty Pop.
Capacity| Rate SSE | Density | Pop. R?

Federal Allocations
Parameter Edtimate 1,176 0.15 121 1.13] -0.32 0.04
T Statidics 3.58 0.36 0.23 0331 -0.94
Federal Allocations (incl. Pop)
Parameter Edtimate 2,326 0.69] -3.86] -2.80 0.00] -295.01 0.63
T Statigtics 8.78 245 -1.14| -1.24 0.02| -6.94

Note: Bold indicates gatigticad sgnificance at the 5 percent levd.
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CASE STUDY 2:
AN ANALYSIS OF CURRENT TRANSFER SCHEMES
IN MALAWI

The Government of Maawi is pursuing an ambitious decentralization program, which
would transformintergovernmentd relations inMadawi froma highly centralized system of
governance to a decentralized syssemwhere many government services (induding primary
education, primary hedth care, community development, and other typicad loca
government functions) are to become the responghility of the country’s loca government
assemblies. Loca government e ectionswereheldin November 2000 and new assemblies
have been sworn in across the country. However, before the devolution of the first
expenditure responsbilities can take place, alarge number of financid and adminidrative
issueswill need to be resolved. Centra among these unresolved issuesisthe devel opment
of asystemof intergovernmentd transfers (grants) fromthe central government to the local
assembliesthat will provideloca governments with the resources needed to providelocal
public services. The importance of transfers, especidly in the early years of the
decentralization process, is magnified by the relatively minor relevance of own revenue
sources at the local level. Sinceloca governments until now have only played a very minor
roleinthe ddivery of public services, the systemof intergovernmentd transfers used during
the past severd yearsis not well suited to the new inditutiond arrangements.

According to Section44(4) of thenew Local Government Act (1998), “[t]he distribution
of Government grants to the Assembly shall be done by the Government upon
recommendation of the Loca Government Finance Committee in accordance with a
formula gpproved by the Nationd Assembly.” Typicaly, these formulas are included in

the annua appropriationacts, but are sometimesa so included inal.ocal Government Act.

In order to enhance the stability and transparency of the system, it is recommended that

these formulasinitialy be fixed for aperiod of three years.

While ultimately the sdlection of the formulais a palitica choice, the design of the formula
should assure that the selected factors have the desired properties discussed in Part One
of thismodule, and equally important, that the nationa and sectoral policy objectives of the
government aremet. A good starting point for designing an dlocation formulaisto andyze
the current dlocationof transfersand expenditures. Thisandysswill revea how resources
are currently distributed, and if this all ocationis consistent withthe policy objectives of the
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government.

2.1  Fiscal Incidence Analysis

In adecentralized systemof governance, wherelocal leaders are e ected by popular vote,
it is expected that |ocd paliticans will attempt to levy locd taxes and provide locd public
services in such a way to satisfy a mgjority of the electorate. As such, economists can
learn something about the demand for non-centra government servicesin a decentralized
system by studying the variationinloca expendituresand rel ate these (through regression
andyss) to variations in socio-economic characteristics of subnationa governments. This
could reved how the demand for local government services (such as primary education)
varies with acommunity’ s ability to afford such services (fisca capacity), and what other
locdl characterigtics cause varidions in the demand for local public services (fisca need
measures). This knowledge could then be used to guide the design of the transfer system.

Unfortunatdy, such andyds of historicd expenditure patternsin Mdawi will not yield an
improved underganding of the demand for local public services. Higoricdly, loca
governments in Mdawi had little or no budgetary discretion and loca governments
(particularly rura Didrict Assemblies) had very limited own revenue sources. In the
absence of some degree of loca budgetary autonomy, variationsin locd public spending
across digtricts would revea more about the digtrict’ s ability to garner trandfers from the
central government than about the variaionsin fisca need among loca governments.

2.2 Thelncidence of Transfers, 1997/98

A dightly different questionmight providesome guidance inarriving at formulasfor the new
transfer system, namdy: how have transfers hisoricdly been assigned? Specificdly, do
transfer levds sysemdicdly vary in response to certan characteristics of loca
governments? For ingtance, do digtrict that have greater fiscal needs receive larger
transfers? Do didtricts that are less able to raise revenues receive larger transfers? While
we could Imply look at the dlocationformulas used inthe past to assgn transfers, we can
arguably get a more complete answer by looking at the actua incidence of transfers.

The latest period for which essentidly complete fiscal data is available, is fiscd year
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1997/98. During this period, Digtrict Assembliesreceived Resource Supplement Grants,
while Township Assemblies and City Assemblies received a transfer known as
Contribution in Lieu of Rates. Additiondly, loca councils were provided with Specid
Grants as well as Health Grants to operate didtrict clinics. How these resources were
alocated across digtricts reved's how the Government has been distributing its resources
acrossthe nationd territory inorder to achieveitspolicy objectives. Again, this should be
helpful information in the design of the new trandfer scheme.

The Final Report on Accountability and Financial Controls in Local Gover nment
(September, 1999) reports that while the timing and frequency of the Resource
Supplementary Grant iserratic, it remains the mantransfer schemein Mdawi. Two-thirds
of the Resource Supplementary Grant isalocated to urban assemblies while one-third is
made avallable to rurd assemblies. The digtribution of the grant to district governmentsis
based on the following premise:

. 50% didributed in equa amounts,

. 30% didributed on aper capitabass

. 13% distributed on a per capita basis to anumber of drought-striken regions

. 7%  digtributed onaper capitabasstoanumber of “least devel oped” didtricts,
as identified in government documents

The authors of the Accountability Report recommend to maintain the current alocation
approach, with the modification that the didribution should not be a priori divided
between urban and rura assemblies. The Report further recommends modifying the
alocation of 50 % onanequal bass and instead dl ocate these funds based on population
and the other aforementioned factors.

Table 2.1 presents the total grants received by each didrict in per capita terms. The
descriptive statigtics at the bottom of the table reved that thereisrdaively little variations
in the transfers that are alocated, ranging between MK 0.36 and MK 6.08 per person.

The observed variaionsintransfer levels are not large, especidly when considering other
resource variations. For instance, local governments were grossly unequal inthe ability to
raise own source revenues, both due to legidative congraints as well as differences in
economic activity. During 1997/98, Districts Assemblies on average collected MK 5 per
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personin own source revenues, while Township Assemblies collected MK 95 per person
and City Assemblies collected over MK 1100 per person.

Thevariationintransfer levdsin Table 2.1 appearsrather random. Therefore, aregresson
equationwas specified to reved if transfer levels sysematicdly vary inresponseto certain
characterigtics of local governments. For instance, do digtrict that have greater fisca needs
receive larger transfers? Do didtricts that are less able to raise revenues receive larger
transfers? The regressons contained in Table 2.2 attempt to answers such questions.

The firg equation in Table 2.2 seeks to explain the variaion in the per capita level of
trandfers received by digricts. The second and third equations explain the level of per
capita hedlth transfers and per capita transfersnet of hedthgrants, respectively. Wetried
to explain variations in transfer levels based on a number of explanatory variables that
reflect variations betweendidtrictsin fiscal cgpacity and fiscal need. Descriptive Satigtics
for these explanatory variables are contained in Table 2.3.

Median household income was used as a measure of a didrict’s fiscal capacity; as
household income rise, digtricts should be better able to raise own source revenues. If
trandfersare equdizing (more goecificdly, if transfers seek to equdize fisca capacity), then
we should find aninverse (negative) rdaionship betweentransfers and household income
(i.e., when household income is higher, transfers will be lower).

A number of measures of fisca need were included in the regresson equation, including
the share of the population that is 0-14 years of age; the share of the population that is
ultra-poor; and the land area of adidrict. These variables are al traditiond measures of
fiscal need. Thus, if transfers are meant to equalize the fisca needs of didtricts, then
needier digricts (for example, with a larger land area) should recaive greater transfers.
We dso included the population Sze of the didrict, as the equality principle was used to
alocate some of these resources. On account of this fact, we would expect thet districts
with larger populations receive lower per capita transfers.  Findly, since there are
substantial differences between urban and rura conditions, a variable was aso included
that takesthe vaue one whenadigtrict contains aTownship Assembly or whenthe digtrict
isinfact a City Assambly.

Theregressonresultsin Table 2.2 support severd intereting conclusons. Firgt, theresults
suggest that the selected explanatory variables explain about hdf of the variation in
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transfers in Maawi (R 2 = 0.47). Second, the results suggest that transfersin Maawi to
some extent equdize both fiscal capacity and fisca need. Third, as suspected, didricts
withlarger populations indeed receive smdler transferswhenmeasuredinper capitaterms.
However, when dl dse (induding population) is held congtant, City Assemblies and
Township Assemblies recelve dightly larger trandfers than non-urban digtricts.

While the parameter estimates vary somewhat betweenthe three regressionequations, dl
three regressons clearly follow the same trends. Specific interpretation of the first
regression equation follows below:

Anincrease in per capitaincome of MK 1000.00 resultsinareduction in per capita
transfers of MK 0.21. However, while the regression parameter is most likely
negative, we cannot conclude with datisticd certanty (or with “datisticd
dgnificance’) that this edtimate is negative,

Didricts that have a larger young population (the number of individuds aged 0-14,
expressed as a percent of total population) generaly receive somewhat larger
tranders. MK 0.13 for each percentage point increase. This is congstent with our
expectations, since children are expected exert higher demands on public sector
sarvices, including hedlth and other socid services. However, again, the result is not
gatidicdly sgnificant.

Didricts with more ultra-poor persons (expressed as a percent of total) neither
receive a greater amount or transfer, nor a smaler amount. While the parameter
estimate is positive, the size of the parameter isnegligible (it suggestsless than aMK
0.0l increaseintransfersfor each percent increase in poverty) and the estimateis not
ddtidicaly sgnificant.

When dl ese is hdd congtant, didtricts with a larger population receive smaller
transfers when expressed in per capita terms. For every increase in population of
100,000 people, adigrict onaverage receivesMK 0.45 lessin transfers per person.
This parameter estimate is Satidicaly sgnificant.

Land area has a negligible and inggnificant effect on trandfer leves.

City Assamblies and Township Assemblies generdly recelve larger per capita
transfers (in the amount of MK 1.21 per person). Thefact that cities and townships
receive larger transfersmight be areflection of the political influence of urbanleaders.
Alternatively, this result might be driven (in part) by the fact that townships are
generdly much smdler than other didricts (typicaly only 15,000-30,000 residents).
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Therefore, as result of “equal shares’ dlocations, townships are likdy to receive a
disproportionately larger amount of per capita transfers.

2.3  Thelncidence of Deconcentrated Health Care Expenditures

Smilar to the incidence of intergovernmentd transfers, the Minidry of Hedlth provides
hedlth care services in a deconcentrated manner in Maawi. Asaresult, eachdidrict isa
cost center for the purpose of the nationa budget, so that the annuad budget votes provide
information on hedth care expenditures for each didtrict in Mdawi. It needs to be noted
that the available data are for planned hedth care expenditures as opposed to actual,
redlized budget expenditures. Of course, budget data does not necessary provide an
accurate reflection of actua outlays.

Smilar to the incidence regressons performed above on transfer levels, the hedth care
expenditure data dlow us to andyze the alocation of health care expenditures across
digricts. While again this does not reved anything about the local demand for hedthcare
sarvices (because loca governments had no discretion over these expenditures),
knowledge about the historical incidenceof deconcentrated healthcare expenditures could
nonetheless give us some guidance in the design of the transfersfor the Hedth Fund. This
exercise will be particularly rdlevant snce hedthcare serviceswill likdy be anong the firg
government functions to be decentralized.

Table 2.1 contains data on planned recurrent expenditures on hedlth servicesby didrictin
per capita teems for budget year 2000/01. Average planned expenditure on
deconcentrated health services equas MK 135 per person. Planned expenditures vary
substantidly between didricts, with Zomba Didrict receiving only about one-third of the
averagedlocation(MK 45 per person). Other digtricts, especidly themain urban centers,
recelve above-average dlocations. For instance, Mzuzu is budgeted to receive MK 504
per person in health care services, while Zomba municipality is projected to receive MK
817 per person in hedlth care services.

The urban bias of these figures do not necessarily reflect inequities, but may very well be
inherent to the more complex structure of hedlth care ddivery. Unlike other purely local
government functions such as education, where dl the benefits from aloca government
serviceflowto the residents of that local government, the benefits from hedth care do not
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necessarily flowto the residents of only one digtrict. For instance, main urban centers often
contain referra hospitals that take care of the advanced hedlth care needs of an entire
region. Therefore, the per capitaamountsin Table 2.1 overgtate the health resources that
flowto the residents of urban digtricts and understate the resources that flow to residents
of rurd digricts. The intricacies of hedth care ddivery are a complicating factor in the
decentralization processthat cannot be ignored and are considered in greater detall in the
next section.

Despite these concerns, when we relate deconcentrated hedth care expenditures to
measures of digtricts fiscal capacity and fisca need (the same measures as used above)
in a regresson, we are able to explain dmaost 60 percent of the variation in hedlth care
expenditures. The regression results are presented in Table 2.4 and reved the following
facts about the incidence of health care servicesin Maawi:

. Wedthier digtrictsreceivelarger alocations.for eachMK 1000 increaseinmedian
household income, a didtrict receives MK 41 more in hedlth care allocations.
(Thisresult isgatidicaly sgnificant.) One possible explanationsisthat wedlthier,
politicaly more powerful districts have the ability to paliticaly influenceadlocations
in their favor. However, several other explanations are possible as well. For
example, wedthier didricts are often urban centers. Therefore, the possbility
arises that this variable is picking up not just the loca demand for hedth care
sarvices, but that the Ministry of Hedlth is providing additiona resources to
medicad fadlities in urban centers to accommodate the demand for health care
sarvices for the surrounding digtricts as well. Another possibility is that residents
in wedthier digtricts use hedth care facilities more often and that additiona
resources are provided in response to this higher “demand.”  Yet another
possibility isthat private dinicsand hospitas that receive funding fromthe Ministry
of Hedth might have atendency to locate in wedthier didricts.

. The g9ze of the young population (the number of individuals aged 0-14, expressed
as a percent of total population) has a negligible and inggnificant effect on the
alocation of deconcentrated hedlth resources.

. Poverty has a positive and gatisticdly sgnificant impact on hedth expenditures.
For every 1 percent increase in the ultra-poverty rate, hedth care dlocation on
average increase MK 6.72 per person. While this amount may appear smdll,
resulting differencesin hedlth care dlocations may be substantia because ultra-
poverty rates vary widdy. The difference between the digtrict with the lowest
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poverty rate (Karonga: 6.3 percent) and the highest poverty rate (Zomba: 55.6
percent) isamost 50 percentage points.

. Digrictswithalarger populationreceive lower per capitadlocations. Thisisagan
congstent with the equdity principle: even smdl didricts are “equaly” provided
withadigtrict hospitd, regardless of efficiency and equity arguments. Of course,
this means that smdler districts receive more resources per person.

. Land area has a negligible and inggnificant effect on hedth expenditure levels.

. A cursory andydsof the data earlier suggested that citiesand town receive greater
resources. However, the regresson does not confirm this: while the parameter
edimate is pogitive, the estimate is not satidticaly sgnificant.

2.4 The Incidence of DDF Allocations

The Didrict Development Fund (DDF) is a decentralized development finanang fadility
edtablished by the Government of Maawi and anumber of donor organizations, including
UNDP and UNCDF. Urban assemblies currently are not digible to receilve DDF funds.

DDF projects are controlled at the didrict levd; grantsare provided to community-driven

projectsand projectsinitiated at the digtrict-level. DDFfundsareapportionedamongrura

districts on a formula-based approach:

. 30% of DDF fundsisdlocated based on the “equd shares’ principle

. 70% of DDF funds is allocated based on four factors, equaly weighted:
population, area of arable land, illiteracy and infant mortality

Regression analysis was performed on the 1999 allocation of DDF grants to uncover the
incidence of DDF grantsacrossdigtricts. Datafor per capitaDDF expendituresby district
are contained in Table 2.1. (The avallable dataactudly only reflects the UNCDF-portion
of 1999 DDF expenditures.) The regression results are presented in Table 2.5. The
sel ected independent variablesare able to explandmost hdf (45 percent) of the variation
in per capita DDF dlocations. The regresson results uncovered three trends in the
dlocation of DDF funds.

. Wedthier didricts (digtricts with higher average household income) receive a

consderable samdler DDF trandfer, despite the fact that no measure of fisca
cgpacity isincluded in the formula. For every MK 1000 increase in income, the
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DDF trandfer isreduced by MK 3.27. The effect is probably due to the fact that
illiteracy and infant mortaity and inversaly related to a didtrict’ s wedlth.

. Surprigngly, digtricts with higher levels of ultra-poverty rates receive fewer
transfers, when all eseis held constant. This might be due to the absence of
poverty or ultra-poverty datain the formula

. Not surprisingly, less populated regions aso receive a smdler per capita grant
from the DDF. This can clearly be attributed to the presence of the equality
principle in the DDF formula

Our preliminary search for relevant digtrict-level datadid not yidd recent dataon illiteracy
and infant mortdity. We would be inclined to consider these variablesinthe design of the
transfer formulaiif we could locate a data source for these variables, and found that these
data sources comply with the desirable characteristics of dlocation factors
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TABLE 2.1:
The Fiscal Incidence of Current Transfer Mechanisms in Malawi

Total Grants 97/98[ Health Grants |Non-Health Granty Health Expend. DDF

97/98 97/98 00/01 Grants 99
Baaka - - - - 11.54
Blantyre City 0.43 0.00 0.43 160.68 0.00
Blantyre Rural 1.41 0.67 0.74 101.32 11.00
Chikwawa 0.84 0.2 0.56 90.25 8.92
Chiradzulu 1.39 0.66 0.66 91.74 12.20
Chitipa 2.33 0.49 1.84 178.12 15.05
Dedza 1.57 0.63 0.89 61.6 15.37]
Dowa 0.76 0.25 0.51 57.23 7.66
Karonga 2.95 0.44 2.56 101.44 10.15
Kasungu 1.74 0.46 1.27 56.18 6.70
Lilongwe City 0.36 0.00 0.36 179.04 0.00
Lilongwe Rura 0.67 0.33 0.33 57.99 5.12
Machinga 3.04 0.2] 2.83 90.74 8.53
Mangochi 1.19 0.17 0.93 103.44 13.39
Mchinji 1.1] 0.27 0.84 89.69 20.44
Mulanje 1.44 1.35 0.11 59.39 7.01
Mwanza 2.05 0.30 1.75 118.58 17.65
Mzimba 1.10 0.60 0.50 74.15 6.56
M zuzu City 6.08 0.0d 6.08 503.85 0.00
Nkhata Bay 2.3 0.33 2.05 127.19 32.36
Nkhotakota 1.81 0.09 1.71 79.12 11.92
Nsanje 3.83 0.0d 3.83 118.51; 33.82
Ntcheu 1.72 0.45 1.27 79.29 7.85
Ntchisi 2.3 0.93 1.41 121.00 16.38
Phalombe 1.44 0.00 1.44 59.39 11.89
Rumphi 5.25 1.59 3.65 157.03 19.20
Sdima 3.57 0.00 3.57 80.42 10.61
Thyolo 3.00 0.66 2.33 66.35 13.83
Zomba 1.33 0.00 1.33 817.31 0.00
Zomba Rural 0.61 0.15 0.45 45.29 6.73
IAverage 1.99 0.39 1.60 135.39 11.40
Standard Dev. 1.37 0.39 1.39 155.74 8.05
Coef. Of Var. 0.69 1.01 0.85 1.15 0.71
Minimum 0.36 0.00 0.11 45.29 0.00
Maximum 6.08 1.59 6.08 817.31 33.82
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Table2.2:
Fiscal incidence of per capitatransfersin Maawi, 1997-98

Note: T-statisticsareinitalics. See Table 3 and text for a description of variables.

Intercept | Median | Pop0-14 | Ultra District |Land Area| Town/ | R?
Total Grants -0.568 -0.214 0.097 -0.00§  -0.0045 0.049 1.219 0.47
-0.11 -1.05 0.92 -0.27] -3.48 0.32 2.21
Health/Clinic Grants 2.680 -0.118 -0.037 -0.009 0.000 0.024 -0.063 0.2
1.47 -1.67) -1.00 -1.13 -0.55 0.56 -0.33
Non Health Grants -3.248 -0.096 0.133 0.003 -0.004 0.016 1.282 0.52
-0.67] -0.51] 1.37 0.14 -3.55 0.14 2.52)

Table2.3:
Descriptive Statistics for Selected District Socio-Economic Characteristicsin Malawi
Median Income | Percent Pop. Age | Ultra-Poverty Population 1998 | Land Area
(MK *000) 0-14 Rate (*000) (Sg. Km 000)
IAverage 3.04 44,18 27.61 339.24 3.25
Standard 1.75 2.86 13.66 191.35 2.41
Coef. Of Var. 0.57 0.0 0.49 0.56 0.74
Minimum 1.37 39.0Q 6.26 64.12 0.04
M aximum 9.3 55.24 55.59 901.81 10.35
Table2.4:
Fiscal Incidence of Deconcentrated Health Care Expenditures, 2000/01
Intercept | Median | Pop 0-14 | Ultra- | District Land Town/ | R?
Parameter -148.082 41.465 1.200 6.719 -0.404 7.994 62.919 0.580
T-Statistic -0.21 1.99 0.1 2.74 -2.94 0.62 1.09
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Table 2.5
Fiscal Incidence of District Development Fund Allocations (UNCDF portion), 1999

Intercept Median Pop 0-14 Ultra- District | LandArea | R?
Parameter 7 42.164 -3.26 -0.144 -0.284 -0.019 0.094 0.453
T-Statistic | 2.47 -2.04 -0.44 -2.24 -2.47 0.13
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CASE STUDY 3:
A CRITIQUE OF THE PROPOSED SYSTEM OF
EQUALIZATION TRANSFERS IN ECUADOR

Ecuador in embarking on an ambitious program of fiscal decentralization. The reform
program, which is dill at an early stage of policy formulaion, is summarized in the
government’s Proposal for the new administration model for Ecuador (2000). This
case study analyses the design of the proposed new equdization transfer system and
critiques the main shortcomings of the proposed design.

3.1  Overview of the proposed transfers system

The new trandfer system in the Proposal contains three dements. The first dement isthe
“ basetransfer.” The basetransfer maintainsthe status quo of the current transfer system,
by consolidating the resources thet are currently transferred to municipa districts and
provincia councils by 15 specific transfersinto one grant. The base transfer is used to fulfill
a mandate in Ecuador’s congtitution that does not alow the center to transfer fewer
resources to subnationd governments than the amount transferred in the previous year.

The second dement of the new transfer system in the proposd isthe “ costeo de nuevas
competencias’ or the costing of new responsibilities. This transfer compensates
subnationa govermentsfor the devolution of new expenditure responshilities. Duringthe
firgt year of the new system, the costing of the new responghilities will be based on the
level of expendituresincurred by the central government for those functiona responsbilities
during the last budget year. In future years, the resources assigned to these transfers will
be decided on an annud basis by the centrd government. This increases the financia
uncertainty for subnationa governments. However, the condtitutional mandate that does
not alow the center to transfer fewer resources than the previous year reduces the
importance of the financid uncertainty for subnational governments.

The third element of the proposed new system is called “factor de incentivos’ or

incentives factor. This dement condsts of three sub-components or criteria for the
assgnment of transfers: (i) a fiscd effort criterion, which has the objective to reward the
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fiscd effort of the subnationd governments, (i) a revenue sharing component, which
prescribes the sharing of national tax revenues between the central government and
subnationa governments on a derivation basis (i.e,, revenue is shared among subnationa
governments based on where revenues are collected); and (iii) a criterion of solidarity,
which dlocates fundsto help subnationd governments with greater fisca need.

Ecuador’ s proposed equdization fund, the “caja fiscal territorial nacional” (national
territorial fiscal fund) is defined quite generdly asthat portion of the nationa revenues
required to finance the respongibilities that subnationa governments will assume.

These revenues will be used in thefirg year to finance the firg two eements of the new

transfer system, that is, the base transfer and the costing of new responsibilities.

Starting in the second year, the increase in the distributive base (i.e, the increasein the

national territorial fiscal fund) would be used for three purposes.

. One-third of the increase of the distributive base would be alocated towards the
“fondo anticiclico” (literdly: anti-cyclical fund).

. Another one-third of the increase of the distributive base would be allocated
towards paying the central government debt.

. The remaining one third of the increase in the didributive base to finance the
incentives fund.

3.2  Discussion of the proposed transfer system

The new trandfer system is imagindive but presents a variety of problems and is overly
complex. At thesurface, al the objectives pursued by thetransfer system are appropriate
and even laudable. However, the proposed methodology is not the right way to achieve
those objectives.

Sound principles of fiscad management require dl revenues, without exception, to
accumulate into one fund. Prioritization of government policies takes place when
proponents of the potentia users of public sector resources compete in the annual budget
formulation process for the available resources. The setting-aside of resources in
dedicated funds should only be dlowed if a direct reation truly exists between of the
ddivery of a service and the revenue source. For example, such as direct relationship
exigsinthe case of contributions for socid security, or in the case of user feesfor certain
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government services. Except in these limited cases, the practice of dedicating revenues
demongtrates of lack of confidence in the budgeting process. It dso represents an
opportunity for pressure groups within the governmenta apparatus to protect their sdf-
interest over commoninterests. Given the problems that fragmentation of fiscal resources
and the reliance on dedicated funds have caused in Ecuador in the past, the proposd
should help to reduce this characteristic of Ecuador’ s budgetary system.

However, even though the proposa repudiates the fragmentation of the current public
finance system of Ecuador and the practice of dedicated funds (the practice of setting aside
revenues and dedicating them a priori for oecific purposes), the proposal seems to
contributeto this problemrather thanresolvingit. For instance, the proposal suggests that
the revenues collected from petroleum activities should be dedicate to foreign debt
payments. It aso suggests that one-third of the increase of the distributive base should be
used to the nationd debt payments. Another example of resource fragmentation is the
fondo anticiclico, which is supported by another one-third of the increment in the
distributive base.

Fundamentaly, an important criticism of the proposed transfer system its main objective
isto perpetuate the status quo. Asaresult, it lacks a clear conceptua basisfor the role
that transfers should play in adecentralized system of finance.

The design of an equalization transfer mechaniam has to be considered as one part of a
complete systemof intergovernmentd fiscd relations, and needsto take into account both
the assgnment of expenditure responsbilities between different leves of government as
well as the assgnment of revenue sources. In generd, transfers are used to close vertica
imbaances between the assgnation of expenditure responsibilities and the revenues
available to the central government and subnational governments. Transfers can further be
used to close horizontal imbalances caused by differencesin resources avalability (fisca
capacity) and fiscal needs between subnationa governments. However, inorder toachieve
these objectives, any transfer syssemhasto be considered inthe context of the expenditure
and revenue components of fisca decentrdization policy.

However, Ecuador’ s proposed transfer scheme does not sysemdticdly relaetrandfersto
the expenditure needs of subnationa governments and falls to assgn substantia budgetary
discretionto subnationad government units. In addition, the transfer scheme further failsto
take into account subnationa governments' ability to generate revenues by themselves, as
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the scheme implicitly presumes that transferswill serve as the predominant resource base
for subnationa governments. Asa result, the proposed reforms of intergovernmentd fisca
relations contained in the proposal do not differ in any red way with the traditiona
approach to fisca management and public sector budgeting in Ecuador.

Theproposedtransfer systema so presents other problems. Asmentionedabove, theman
purpose of the base transfer is to maintain the status quo, which is justified by the
condtitutional mandate that does not alow the center to transfer fewer resources than the
onestransferred inthe previous year. Theimportant question, whichisnot explored in the
reform proposd, is whether it would be possible to fulfill this mandate in a different way
without relying on the base transfer in the new alocation mechaniam. For instance,
subnationa own source revenues, shared revenuesand other transfers provide resources
that could al be consdered to (partid) fulfill that mandate.

Another concerninthe proposed transfer scheme isthe second dement of the new transfer
formula, the costing of newresponsibilities. The current proposal does not establishhow
these transfers will be distributed among subnational governments. In the implementation
of thesetrandfers, it isimportant to assure that no negative incentives are introduced inthe
transfer scheme. Policy makersshould also be sureto design the transfer formulain such
away that subnational governments will be unable to manipulae the amount of transfers
that they recelve though locd policy decisons.

Unfortunatdy, the current proposal falsto take advantage of an opportunity to retiondize
Ecuador’'s transfer sygsem. For example, the current reforms provide an excdlent
opportunity to reduce central government control over loca government respongbilities
by introducing sectoral block grants. Sectora block grants would provide subnational
governmentswith funding for certain sectors, but would give them the freedom to usethe
transfers as they wishwithin the specified sector (for instance, local governmentswould be
free to use education grantsto fix old school, build new schools, hire more teachers, or
purchase text books). Such sectora block grants could be alocated between different
locd governments on a“per dient” basis. For instance, an education block grant could
be alocated among districts on a per-student basis (in proportion to the number of
studentsin each didtrict). This client-based sectora approachto transferswould not only
achieve a gredter leved of regiond fisca equdity but aso encourages efficiency in the use
of public resources. Besides, this strategy gives subnational governments an incentive to
dlocate its resources and maintain itsinfrastructure in arationa way.
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Theincentivesfund, the third dement of the proposed new transfer system, aso presents
avaiety of problemsin its three components.

Thefirg component isintended to promote the fiscal effort of the subnationa governments,
which it defines as the ratio of own-revenues over the current expenditure of each
subnationd entity. Thisfisca effort component has two problems. Firdt, asit is discussed
inPart One of thismodule, there is no theoretical justificationto simulatefiscd effort inthe
context of anequdizationscheme. Second, even if we would accept the need to stimulate
fiscd effortinthisway, it is very improbable that this component would actud be capable
of encouraging fiscd effort of subnational governments in Ecuador. The mogt significant
defect is that fiscd effort is improperly defined: “current expenditure’ (used in the
denominator of the definition) is unrelated to the concept of fiscal effort. Economists
typicaly define fiscd effort as the degree to which a subnational government takes
advantages of the revenue sources available toit, and should be computed as the ratio of
the revenue collections of a subnational government and some measure of the
government’ s taxable base.

The second component of the incentives fund bascaly prescribesthe sharing of revenues
between the centrd government and subnationa governments in order to stimulate fiscal
effort. Revenue sharing should more properly be dedt with in the context of the
assgnment of revenues as opposed to in atrandfer formula. The sharing of revenuesisa
legitimateingtrument to finance subnational governments. However, thisingrument haslittle
or no ability to simulate revenue collections at the subnationd level when the tax
adminigrationis performed at the nationd level. Nonethel ess, revenue sharing can provide
subnationa governments with an incentive to develop their regional or local economic
activitiesin order to increase their own resource base. At the same time, thereare certain
negative aspects associated with the use of revenue sharing that should not be ignored.
Firgt, the use of revenue sharing tends to sgnificantly aggravete the horizontal imbaances
betweenlocal governments, whichwould increase the need to rely on equdizing trandfers
to mitigate the differencesin the fiscal capacity of the subnationd governments. Second,
given that revenue sharing is just a form of transfers, revenue sharing helps to create a
dependency on central government resources and could contribute to a lack of
accountability of the subnational governments towards their own citizens.

The third component of the incentives fund is a compensation mechanism with the
objective to distribute resources according to an exiging fisca needsindex, the “indicede
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necesidadesinsatisfechas’ (index of unsatisfied necessities). Of thethree components
of the proposed i ncentives fund, this component hasthe most merit. As mentionedabove,
a fundamentd god in the desgn of any trandfer mechaniam is to compensate for the
differences in the expenditure needs and fisca capacity between the subnationa
governments.

However, the mechanism as currently envisoned would need to be reconsidered. Onone
hand, the use of the needs index is convenient because is defined and wel known. Onthe
other hand, rdiance on this index could give improper incentives to the subnationa
governments, as the index relies on variables that can be affected by the behavior of the
subnational governments. Instead, a needs index could be construed that relies on
objective variables such as the demographic compaosition (percentage of the population
that is school-aged, ederly or other demographic groupswithabove-average expenditures
needs) and other variablesthat can serve as proxies for above-average subnationa public
expenditure needs such as the infant mortdity rate, the unemployment rate, the poverty
rate, and regiond differences in cost-of-living.
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CASE STUDY 4:
AN ANALYSIS OF THE EQUALIZATION MECHANISM IN THE
RUSSIAN FEDERATION

The current case study considersthe reformof the Russianequdizationfund, known asthe
Fund for the Financid Support of the Regions (FFSR). The FFSR was introduced in
1994 and subgtantialy reformed for the 1999 budget year. This case study draws upon
apoalicy report which andyzed the proposed reforms of the FFSR in October 1998. As
part of the andlyss, the report Smulaes dternative transfer schemes under a variety of

policy options.

The proposed reforms were adopted, and subsequently the mechanism was modified in
line with recommendations made in the report. For a complete description of the system
of intergovernmentd fiscd transfers in the Russian Federation see chapters 4 and 7 of
Russa’s Transition Towards a New Federalism by Jorge Martinez-Vazquez and
Jameson Boex (World Bank Learning Resource Series, 2001, forthcoming).

4.1  Background

Many of the problems with the system of intergovernmenta relations in Russa during the
trangtion can be traced back to the period of Soviet rule. Under the old Soviet system,
local and regiona governmentswere merdly extensons of the central government, and the
system of intergovernmenta relations was characterized by tightly centraized finances.
Revenue sharing and intergovernmenta transferswere used as accounting tools to balance
subnational budgets, while the Sze of these budgets was determined by planning
expenditure norms set by the federal government. Theoverdl level of subnationd budget
expenditures was politicaly negotiated, while transfers were used to provide subnationa
governments with the required funding for the minimum expenditure budget.

Sincethe art of the transitionprocessin 1991, the Russ an Federation has been pursuing
the reform of the system of intergovernmenta relations under principlesmore akinto those
of Western-style fiscd federalism. In this Structure, the federal government engages in
equdization between subnationa governments based on fiscal capacity and need, but the
ultimate responsibility for balancing regiond budgets lies with the regiona governments--
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not with the federal government. During the trangtion, issues of intergovernmentd fisca
relaions have become increesingly important in Russa as federd government
responsibilities have been devolved to subnationd governments. Whereas in 1992 the
consolidated revenues of the subnationa governments(beforetransfers) comprised of 38.6
percent of the total revenues collected, by 1996 this share had increased to 56.4 percent.

Major reforms inthe systemof intergovernmental fiscd relaions of the RussianFederation
took placein 1994. Before 1994 ratesfor shared revenueswere commonly differentiated
("regulated") to fine-tune the amount of revenues collected by the regions. Since 1994 the
revenue sharing rates of the value-added tax (VAT), the persond incometax (PIT), the
enterprise profit tax (EPT) and various excise taxes were standardized across dl regions
and have remained virtualy unchanged since. Also in 1994, the system of negotiated
subventions to the regions was replaced withaformula-driven mechanism of equdization
transfers. The reforms since 1994 have represented significant improvements over the
previous Soviet-style mechanism of regulated revenue sharing and negotiated transfers.
In particular, the adoption of a formula-based mechanism of transfers, the increased
reliance by subnationa governments on own source revenues and the increased dability
of shared revenues represent notable achievements.

An important component of intergovernmenta transfers in the Russan Federation isthe
Fund for Financia Support of the Regions (FFSR). This Fund, which isfinanced from the
federa budget, alocates funds to the subjects of the federation based upon a set of
formulas, replacing the systemof negotiated subventions that was in place prior to 1994.
Despite these reforms, the current system of intergovernmenta transfersis il far from a
desirable system of intergovernmentd trandfers that is stable, transparent, objective, and
that achieves the objective of equalizing fiscal resources across the regions.

The equdizing capacity of the current systemof transfersis limited by thefact that the funds
avaladle for equdization are a rdaivey amdl share of the subnational budget, and the
share has been declining. 1n 1995 the sze of the FFSR was 8.4 percent of subnational
revenues, while for 1996 these funds only comprised of 6.9 percent of subnationa
revenues. The current system of transfers aso continuesthe Soviet tradition of filling gaps
as opposed to actudly equalizing the needs and capacities of regions.

4.2  Analysisof the Proposed Equalization M echanism
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Since 1994, the FFSR hasrdied onrevenues and expenditures data from a base year as
measures of fisca capacity and fiscal need. Over the years adjusmentswere madeto the
base year datain the origind formulation of the FFSR to account for legidative changes,
which virtudly returned the formula-based transfer mechanism to a cluttered system of
negotiated subventions. The resulting complexity and ultimately the lack of performance
of the formula (it wasfdt that the formula did not produce the desired results) are reasons
that have been cited for the introduction of a new equdization mechanismin 1999. The
proposed new formulaimproves over the past formula but, aswewill see, fill presentsa
number of problems.

In the proposed new system, alocation of the equalization transfers takes place in five

steps (see Box 4.1 for anoverview). Asafirg sep, the overal amount of funding for the

FFSR isestablish. Next, inthe second step each region’slevel of Per Capita Revenues
is computed. The third step defines an Index of Budget Expenditures or expenditure
needs. Thisindex isused in the fourthstep to determine an indicator of Normalized Per

Capita Revenues. The fifth step assigns equdizing transfers for regions for which the
Normalized Per Capita Revenue fdls below some threshold.  Conceptudly, the new

approach attempts to break with the Soviet-era practice of filling the gap between a
region’ snormative expenditure needs and the region’ sfisca resources, but inpracticefalls
to do so completdly. Although the new formula getscoser to using “fiscal cgpacity” and

“expenditure needs’ as the bases of the foomula and moves away from using actud

revenues and expenditures, the new formula does not distance itself enough fromthe use
of actua revenues and expenditures for the purpose of equaization.

Box 4.1: Overview of the Proposed Equalization Formula

Step 1: Determine the amount of financing for the FFSR

Step 2: Determine Per Capita Revenue for al regions (a measure of fiscal
capacity)

Step 3: Determine Index of Budget Expenditures for all regions (a measure of
expenditure need)

Step 4: Determine Normalized Per Capita Revenue for al region (a measure of
aregion’s fiscal capacity relative to its expenditure needs);

-42-



Step 5: Assign equalization transfers to regions with low Normalized Per Capita
Revenue

The remainder of this section presentsa description of each of the five steps, followed by
an analysis of each step and suggested improvements of  the proposed mechanism.

421 Fundingfor the FFSR (Step 1)

Proposed Mechanism. The amount of funding for the FFSR is determined annualy based
onfedera budget availability and hasto be approved onanannud basis. Inrdativeterms,
funding for the FFSR has beendediningover theyears and further reductions are expected
in thefuture.

Since 1996, the funding for the FFSR has been determined as a percentage of total tax
collections of the federa budget exdudingimport duties. While the funding rate for 1996
was set a 15 percent of total federal collection (excluding import duties), the rate was
subsequently reduced in 1998 to 14 percent. For 1999, the FFSR is budgeted to receive
only 13 percent of applicable federa revenues. Basad on preiminary estimates for the
draft Medium TermFisca Planfor the RussianFederation, the FFSR will be llocated Rb.
24.2 hillionin 1999. According to the plan, due to an expected increase in own source
revenues of the regions of the Russian Federation, the federd contributionto the FFSRis
planned to shrink further from 13 percent in 1999 to only 11 percent in 2001.

Andyss. It is understandable that the federa government wants to ensure thet it hasa
auffident amount of budgeting flexibility to respond to unforeseenfiscal development inthe
future. However, there is a tradeoff between ensuring federal budgetary flexibility and
providing funding certainty to subnationd governments. The resulting uncertainty about
future transfer levds may result in ingffident alocation decisons by subnational
governmentsand could reduce the overdl sability of the system of intergovernmenta fiscal
relations.

Suggested Improvements. A reasonable compromise may be possible that avoids both
the uncertainty associated with annudly determined funding rates while at the same time
providing the federal government with a sufficdent amount of flexibility to respond to
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possible budgetary crisesin the future. For example, the funding rate may be fixed for a
period of three years, which can only be dtered in the case of a stipulated emergency
gtuation.

4.2.2 Per Capita Budget Revenues (Step 2)

Proposed Mechanism. The new formulaprovidesfinancid assstancetotheregionsonthe
basis of the level of per capita own revenues which are adjusted (“normalized”) for
vaiaionsinthe higtoricad level of budget expenditures. Thefirg stepin the formulaisthe
computation of Per Capita Budget Revenues, which is defined as

&
N’

. e _
Step2: R =

where N; is the population of regioni and R, is the amount of own revenues of the
consolidated regiond (i.e., regiona and consolidated local) budget. 1n order to reducethe
permanent reliance onthe FFSR by recipient regions (i.e., to increase thar tax effort), each
region must put in place a program to increase own revenues in coordination with the
Ministry of Finance. Such programs must be gpproved by regiond legidative acts.

For 1999, estimation of Per CapitaBudget Revenuesfor the regionsis done on the basis
of 1997 data. For the year 2000 and onward, the revenue estimates will be adjusted on
the bagis of “indicators of financid baances of the territories” Adjustments to estimated
own revenueswill included adjustmentsto control for the payment of arrearsto the federa
budget and to account for the implementation of measures sipulated in the revenue-
increasing agreements between the Minigtry of Finance and the regions.

Andyss. The choice of defining “own revenues of consolidated regiona budgets’ and
how to adjust thembased on“indicatorsof financid baance of the territories’ is criticd to
achieving an equdization formulathat provides the right fisca incentives. Clearly, usng
current revenues for this purpose would give regions an incentive to raise less revenue.
When an digible region collects less revenues, it would be “rewarded” by a subgtantia
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increaseinequdizationtransfers. The disncentive that would result fromthe use of actual
revenue collections is particularly disconcerting as many regiond revenue sources are
derived from shared (federd/regional) taxes, thus aso threstening to lower federa
revenues. Thisisso because at the present time it appears that regiond authorities il
have consderable influenceinthe conduct of business of regiond State Tax Inspectorates.

In the past, revenue collections from a base year were used to define “own revenues’ in
an attempt to avoid the perverse incentives of using current revenues in the formula.
However, use of base year datais not incentive compatible either. If aregion knows that
increased tax effort could reduce the Size of transfers in subsequent years, the region has
aclear incentive to lower itstax effort. An additiona problem with the use of base year
collections is the possible bias caused by the presence of extra-budgetary funds of the
existence of dgnificant tax arrears by some regions.  Finadly, the adjustment process
necessary when usng base year data opens the door for subjective bias in the annual
adjustments, as regions will attempt to influence the allocation process. Therefore, the
manner in which estimates of own revenue will be produced after 1999 based on
“indicators of financid balance of the territories’ is crucid to the success of the current
revison of the equdization formula. The outline of the new equdization formula provides
little guidance as to how projections of regiona budget revenues will be made in future
years. Inorder to avoid the re-introduction of subjective bias in the adjustment process,
the current reforms should clearly specify how estimates of own revenueswill be calculated
in subsequent years.

The use of “indicators of financid balance of the territories’ to determine the own revenue
estimates for the regions for subsequent years is appropriate if these indicators represent
atrangparent measure of regional fisca capacity. Itispossbleto formulate an estimate of
own budget revenues using a measure of fisca capacity without reference to a base year,
thus avoiding the need for compounding annua adjustments. Asan example, we compute
an esimate of own revenue based on gross regiond product (asmple measure of fisca
capacity) as part of the amulationsin section 4.3. Unlike actua revenues or base year
revenues, the use of a revenue estimate based on fiscal capacity does not subject the
regions to any perverse fisca incentives.

In the absence of any perverse incentives that reduce regiona collections, the need to
encourage regiona revenue collections through mandatory programs is unclear. The
effectiveness of the government proposa to require the regions to develop aprogram for
increesing own revenues (in coordination with the Minigtry of Finance) is questionable.
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From an adminidrative viewpoint, it will be hard to define, monitor and enforce the
proposed programs. Failure of these revenue collection programs and the impact of
subsequent federal enforcement efforts would compromise the integrity of the equaization
mechanism in future years and may be used by some as a pretext to return to system of
politicaly negotiated subventions. In addition, alega issue may ariseasaresult of thefact
that whileregiona branches of the State Tax Service (STS) could be influencedby regiona
fiscd policies, the STSislegdly apart of the federd government.

In the long run, there are more fundamenta questions raised. Even if these regiond
revenue collection programs would be lega and enforceable, forced increasesin revenue
collections would not necessarily result in an improvement in the efficient alocation of
public resources. In market-based fisca federalism, the leve of subnationa government
expendituresis determined by the demand for public services by the voters of the region
or munidpdity. The proposa to mandate revenue collections could reward or punish
regiond governments for thelr collection efforts regardless of each region's intringac
demand for regiona public services.

Suggested Improvements. In order to prevent the introduction of perverse incentives into
the equdization mechanism, the revenue component of the equalization methodology will
require determining aregion’s ability to pay by a measure of regiond fisca capacity. The
fiscal capacity of aregioncanbe defined as the potentid ability of the governmentsin that
region to raise revenues fromtheir own sourcesinorder to pay for a standardized basket
of public goodsand services. Various measures of fisca capacity are availablethat avoid
the incentive concern associated with revenue collections or base year data.

One of the mogt straightforward measures of aregion’ sfisca capacity isaregion’s Gross
Regiond Product (GRP), which isthe regiond equivaent of a nation’s Gross Domestic
Product (GDP). Animportant advantage of GRPisthat it providesatransparent and clear
measure of aregion’s ability to raise revenues. However, apossble disadvantage is that
GRP isthat it may overstate aregion’ sfisca capacity because GRP includes sectors of the
economy that are largely excluded from the tax base (for example, agriculture). Toavoid
this concern, amodified versionof GRP (denoted here as mGDP) could be computed to
serve as atrangparent and consistent measure of fisca capacity. This measure could be
eesly induded inthe equalizationmethodol ogy by replacing R, (budget revenuesfor region
i) withFC, , theleve of fiscal capacity for each region, sothat Step 2 should be redefined
as.
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R
Aternativs Stap 2 : FC™ = B - mGRR/N) , wmp-g—,

m GRP,
=1

where $ measures the average effective level of regiond taxation, R; indicates actual
revenue collections and T reflects the number of regionsinthe Federation. A region’sper
capitafiscd capacity reflectsthe amount of revenuesthat aregionwould collect per person
if it wereto exert anaverage leve of fiscd effort. Asdiscussed below, thismeasure should
subsequently be used to caculate each region’s level of Normdized Per Capita Fiscal
Capacity (instead of Normaized Per Capita Revenue).

It isimportant to note that the purpose of this suggested improvement to the equalization
mechanism is not to encourage or reward greater tax effort. Instead, this improvement
only ensures that the process of dlocating equdization transfers does not deter effort.
Since the State Tax Service (STS) isafederd organization, it would be ingppropriate to
reward regiond governments for the collection efforts of regiond branches of the federa
STS. However, the use of fisca capacity to caculate Normalized Per Capita Fisca
Capacity diminates the perverse incentives contained in the proposed equaization
mechanism. At some point after regions are granted some degree of tax autonomy (as
proposed in the draft Tax Code) it would be possible to introduce changes to the formula
that reward tax effort. However, in generd the federd government should remain neutra
onthisissue.

4.2.3 Index of Budget Expenditures (Step 3)

Proposed Mechanism. The new equalization mechanism proposes areturn to the use of
expenditure norms for the purpose of caculaing regiond expenditure needs. The
government does not expect to have a set of norms available for the 1999 budget year.
Instead, for 1999 expenditure needs will be determined based on variations in the
subsistencelevels of groups of regions. For 2000, dl expenditure needswill be estimated
usng anormdive approach. Whether the government proposal is advocating the use of
“physica norms’ (as were used in the Soviet era) or whether the use of more broadly
defined per capitanormsis consdered is not immediately clear from the proposal.
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Based on specified norms, an Index of Budget Expenditures (an index of the expenditure
needs of aregion) is computed using the following formula, where

3 A,
Step 3 K=
mu'n‘X:H#
1

where H;; isthe per capitabudget normfor regioni and expenditurecategoryj. Whenthis
formulais gpplied, the Index of Budget Expenditures (K; ) becomestherratio of the total
expenditure needs for regioni and the region with the lowest overdl expenditure needs.

The fundamenta purpose of this in the equdization formula is to take into account
disparities in expenditure needs across regions (in addition to the disparities in fisca
capacity whichare takeninto account instep 2). The proposed approach based on norms
is not desirable because of the many problems associated with the explicit use of norms.
Some of these problems are discussed immediately below.

Andyss In the context of adecentraized fiscd systemin amarket based economy, a
large number of serious concerns arise with regard to the use of expenditure norms to
determine the budgetary needs of subnationa governments.  Threekinds of concernswith
regard to expenditure norms should be mentioned:

Budgeting from Norms Results in Suboptimal Fiscal Management. A conspicuous
feature of budget preparation in Russais the philosophy or the overdl belief that budgets
should be viewed from a perspective of needs rather than from a perspective of feasible
public services given the current revenue resources. This perspective has led to a history
of unredigtic budgets and poor performance.

It should be understood that dl budget practitioners de facto use some form of norms or
expenditure benchmarks to compile abudget. There is inherently nothing wrong withthis
practice. What isproblematiciswhen normsor benchmark expenditurelevelsfor different
functiond expenditure categories are established by law or fixed insome other way without
condgdering the attached funding implications. This carries the risk of raisng the
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expectation that a certain level of public services will be provided, while sufficent funds
may smply not be available to ddiver these services. Thisisthe gpproach followed inthe
previous regime; it dearly did not work then and it will not work now. In contrast, de
facto norms can be used to assst budget practitioners in successfully alocating funds
within the relevant budget congtraint without raising such expectations.

Also, in adecentralized federdist system therole of the federal government in providing
for equdization betweendifferent regionsis oftenless extensve thaninthe Soviet tradition.
Indeed, a certain degree of variation in regiond expenditures should be considered
beneficid asit dlows regiond governments to adjust spending patterns to region-specific
concerns and respond to regiona demands for public services. In addition, the use of
budgetary norms would convert the budgetary process into an input-oriented activity,
making it more difficult to focus on budget performance and the level and qudity of
sarvices. Norms tend to suppress the practice of budget evauations, in generd.

Physical Norms Provide Wrong Fiscal Management Incentives. Perhgps the most
important drawback of budgetary norms based on physicd measurementsis the fact that
these norms provide incentives that are not compatible with the god of the efficient
dlocation of budgetary resources. For example, physical norms based on physicd
infragtructure capacity (number of schools, number of hospitals, etcetera) give subnationa
governments an incentive to preserve excess or obsolete capacity.

The use of physca expenditure normsin the assgnment of transfers may actualy cause
greater inequdity betweentheregions. Greater disparitiescould occur if, under the present
regime, wedthier or paliticaly favored regions have been able to enlarge their physical
capacity (for example, more hospitds or universities) than poorer or less favored regions
with amilar public services needs. If physical expenditure norms are used to measure
expenditure needs, the wedthier regions would be considered to have greater need and
thus recelve a gregter share an the equaization fund.

It should be noted that such problems can be avoided by setting monetary normsin per
capita terms.  If expenditure need is measured by something other than physica
measurements, public officid will have an incentive to close up (rather than maintain)
excess cgpacity in schools and clinics and to dlocate the avalable funds to improve the
quality of service at the remaining locations.
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Norms Are Not Transparent and Are Administratively Costly. A further argument
againg the adoption of expenditurenormsisthat the use of alarge number of norms causes
the budgetary system to becomes complex and adminigratively costly while losing its
transparency. Especidly the practice of setting expenditure normsin isolation of revenue
avalability islikey to result in public disenchantment and frudration. If revenuesfdl short
to fulfill the announced norms, the expenditure norms will have to be reduced through
negotiations to achieve budgetary balance. This raises the concern that in the time of
severa years, the assgnment of expenditure needs may once again become so convoluted
that the equdization system will de facto return to a sStuation of paliticaly negotiated
transfers. In addition, the use of physical norms will result inpublic frustrationand politica
friction as taxpayersfed cheated that the government cannot fulfill itspromisesand place
blame with subnationd dected officids who are unable to delivered the level of services
established by the norms.

If despite the concerns outlined inthis sectiona normative expenditure approach is chosen
by the government, norms should be implemented for as few functiond areas as possible.
These norms should be defined as monetary norms inper capita terms and will need to be
adjusted for variations in the cost of living across regions. Possbly, the cost of living
adjusment could beintegratedinthe monetary norms themsalves so that norms would take
on different monetary vaues for different regions. Alternatively, standardized monetary
norms could be assigned for each functiond area, inwhichcase a cos of living adjustment
would be applied separately. Thelatter more explicit approach has the advantage of being
more transparent.

Suggested Improvements. The proposed use of expenditure norms has the potentid of
resulting in a system that is too complex, too costly and results in a misalocation of
resources. If expenditure normsareto be understood narrowly as physica normsas used
in the Soviet system, suchnorms should be rejected as a gppropriate measure of regional
expenditure needs. The question then becomeswhat dternative measures canbe used to
quantify variationsin “expenditure needs.”

A fundamenta dternative to the use of budgetary normsis to create an index of broad
socid, economic and demographic indicators of expenditure need which is adjusted for
vaidions in the cost of living across theregions. Thelogic of this approach is that like
norms, these measures reflect the expenditure needs of regions, but without the
disadvantages associated with explicit monetary norms. As a result, a good measure of
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expenditure need is created without raisng any expectations on how muchwill be (or ought
to be) spent on particular government functions. This gpproach is much more compatible
with a generd budget approach that includes both revenue availability and regiond
vaidionsinexpenditureneeds. Examples of need indicators that could be used to define
such an index include the share of the population that is school-aged, the share of the
populationthatisretired or the share of the popul ationthat is unemployed, disabled or lives
below the poverty levd. Other possible need indicators are aregion’ s population density,
its land area, road mileage or indices of certain other natural conditions that might require
regiond expenditures. Smilar to the origind definition of the Index of Budget
Expenditures, this dternative third step could be captured by the equation:

At Sp3: K= Pl-z; 15y Pi'.g; Y; By

ﬂh:[ﬁ‘j_tl ‘!:-Ev) T l_i ['Pi'j_tl YIHD")/T

1

where eachregionhas s indicators of need (H ;; ) such asthe proportionof the population
that is school-aged, elderly or unemployed; P; accounts for regiond price differences; T
is the number of regions in the Federation and (; is a weighting parameter assigned to
each indicator of need. As the aternative specification shows, there is no need to
normdlize the index by the minmum vaue; instead, normalizationby the average vaue may
be a more intuitive choice. Also notable isthe importance that is given in this formulation
to the cost of livingindex (P; ). Alternatively, the cost of living could be introduced in the
formula as just another factor with a selected weighting.

The use of these per capita expenditure need indicators comes with a number of
precautions too. Firgt, only a handful of need indicators should be included for the
determination of expenditure needs. Inclusion of alarge number of need indicatorswould
increase the adminigrative cost and reduce the transparency of the equaization sysem.
Second, the chosen need indicators should well-defined and free from manipulation by
regiond governments. An example of how such a broad-based Index of Budget
Expenditures could be defined is presented in Section 4.3.

4.2.4 Normalized Per Capita Revenue (Step 4)
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Proposed Mechanism. The fourth step in the assgnment of transfers in the proposed
equdization mechaniam is the determination of an Indicator of Normalized Per Capita
Revenue. The Indicator of Normalized Per Capita Revenue (RP; ) “normalizes’ or
standardizesthe amount of per capita revenues for each region for regiond differencesin
expenditure needs as measured by the Index of Budget Expenditures. Thisis expressed
intheformula

Step 4 RP, = L

Andyss The advantage of thisformulais that it compresses measures of fisca capacity
and fisca need into one equation. It is more common in other countries to have separate
formulas or “windows’ for the equation of capacity and need.

Suggested Improvements. If a measure of fiscd capacity is used in the equdization
process (as is suggested in the second step) then the measure of Normalized Per Capita
Revenues should be properly redefined asthe Indicator of Normalized Per Capita Fisca

Capacity:

Alternative Step 4 RP, = :.

4.2.5 Allocation of Funds (Step 5)

Proposed Mechanism. Thefifth step of the proposed equdization mechanism alocates
equdization trandfersto dl regions for which the level of Normalized Per Capita Revenue

fal below the nationa average ( RP ). Therefore, the transfer to each region (t; ) is
defined as
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Step S@):  t,= (RP-RP,) K, N,.

However, if the sum of transfers ( E t; ) exceeds the sze of the FFSR fund, then an
additional equation is needed to determine the actud amount of transfers to the regions.
Essentidly, the threshold leve (up to which al regions are equdized) is lowered urtil the
amount of transfers equas the amount of funds avalable. The threshold (RP, ) is
determined inaniterative process which amultaneoudy determines the number of regions
digiblefor equdization funds (m). This processis expressed in the equation:

2RP1'Nt K,
Step 5®) if necessary : RP, = 1 ,
s N, K,

Suggested Improvements. Two pointsof clarification are suggested for thefind step of the
proposed equdizationmechanism. Thesesuggestionsdo not actualy changetheallocation
mechanism, but merely increase the clarity of the approach. Transparency and clarity are
paramount to the success of the equdization methodology, by reducing the ability of
politica forces to tinker with the equalization mechaniam after its implementation and by
increasing the chance of its acceptance by the subjects of the Federation.

The firg point of clarification pertains to the level of average Normalized Per Capita
Revenue (or average Normdized Per Capita Fiscd Capacity). In order to achieve the
highest leve of accuracy and clarity, this average should be formdly defined and included
in the rlevant legidation. The average level of Normalized Per Capita Revenue may be
formdly defined either as:
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The second point of darification pertains to the iterative process used in the determination
of the equdization threshold. In order to clarify the determination of the threshold level
(RP, ), achangeis suggested in the wording of Step 5(a) of the equdization mechaniam.
Thisrewording resultsin an identical alocation of resources, but provides a morelogica
and dlearer ingght in the “iterdtive process’ and would alow usto drop Step 5(b). The
suggested wording is

Alternative Step 5:  t, = (o RP - RP,)- K- N,,

where *" is an egudization coefficient. Initidly, the vdue of " is set equd to one.
However, if the amount of allocated transfers exceeds the amount of funds available, the
vaueof " isincrementaly lowered until the sum of equdization transfers equas the sze
of the FFSR.

It isimportant to emphasze that this dternative wording does not change the equdization
mechaniam in any way other thanto darify it. Thedternative wording emphasizesthat the
threshold up to whichregions are equalized is determined by the level of available funds.
At the same time, the concept is maintained that after the alocation of transfers dl regions
below the threshold will have the same level of Normaized Per Capita Revenue (or
Normalized Per Capita Fiscal Capacity).
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4.3 Simulated Allocations of the FFSR

To dlow us to visudize the impact of the proposed modified mechanism aswell as the
suggested improvementsto the mechanism, we smulated the dlocation of transfers based
on the proposed equdization sygem. These smulations estimate how the FFSR is
dlocated among the regions for 1999. Due to data limitations, socio-economic
characterigtics and GRP data for 1995 were used. Since Chechnya for dl intents and
purposesis no longer a participating member of the Federation, it was excluded from the
gmulations. In addition, some data (most notably GRP) had to be imputed for the
autonomous regions.

Funding of the FFSR. For the purpose of these smulations, the funding alocated to the
FFSR for 1999 is estimated at Rb. 24.2 billion.

Determining Fiscal Capacity (FC ;). For the purpose of this smulation, we computed
fiscd capacity as a region’s GRP multiplied by the nationd average effective tax rate.
While regiond per capita revenue collections and per capita GRP are highly correlated
(0.97), the measure of fiscd capacity based on GRP is preferable because it does not
provide the regions with an incentive to decrease revenue collections.

The high degree of correl ation between per capita GRP and per capitarevenue collections
does not sSgnify that aregion’srevenue collections are solely determined by the size of its
regiona product. While the average effective tax rate (computed asthe level of regiona
collection as a percentage of GRP) equas 17 percent, regiond effective tax rates vary
widdy from 10 percent in Dagestan to 33 percent in Chokotskaya Autonomous Oblast.
It is dso notable that the coefficient of variation for regiond revenue collections (CV =
1.16) is substantialy higher than the coefficient of variation for fisca capacity (CV =
0.87). A logicd explanation is that the greater variation in revenue collections isdueto
differencesin the level of fiscd effort among regions.

A cautionary note should be placed with the use of GRP data as the basis for caculating
regiond fiscd capacity. In many cases, GRP is caculated using data provided by tax
authorities. For example, the estimated amount of regiond persona income (acomponent
of GRP) may be based on income tax data collected by the regiona branch of the STS.
Asareault, this datamay be subject tothe same kind of manipulation(and hence, perverse
incentives) as collections data. To counteract the possibility of such manipulation,
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misreporting adjustments could be made to the data based on regional compliance
measurement audits. At a later date, modified measures of GRP and other measures of
fiscal capacity (such asthe Representative Tax System) could be employed.

The steps involved in computing the amulated dlocation of equdization transfers are
presented in Table 4.2. The first column of Table 4.2 reports the computed level of per
capita GRP.

Computing Regiond Expenditure Needs (K ;). For the purpose of amulating the leve of
regiond fisca needs we follow the method outlined in Alternative Step 3. The
quantificationof expenditure needsis acomplex and inherently ambiguous task. It not only
involves the sdlection of one or severa indicators of fisca needs, but also requires the
determination of the relative importance (weights) of these need indicators. For the
purpose of the smulations contained in this section, we selected four basic indicators of
regiona needs (H;;). Theseneedsindicatorsare: (1) the percent of theregiona population
that is younger than working age, (2) the percent of the population that is of working age,
(3) the percent of the population older than working age, and (4) the percent of the
populationthat livesinpoverty. Descriptive atigticsfor theseindicators of fiscal need are
presented in Table 4.1.

The assignment of relative weights ( ( )for each of the needs indicators is at least as
complex as sdecting relevant indicators of regiond fisca needs. Great care needs to be
taken in as3gning these needs parameters, snce the transfer mechanism could actudly
enlarge exiging inequalities betweenregions if these weightsare improperly assigned. For
the purpose of these amulaions, we assume that the public cost of providing public
sarvicesto achild is 2 times more costly than a person of working age; the public cost of
providing public servicesto apensioner is 1.5 times more costly than a person of working
age; and that the public cost of providing public servicesto apersoninpovertyis 3 times
more codly than a person above the poverty levd. Subsequently, each region's
expenditure need was adjusted for the cost of living and divided by the average leve of
expenditure need (10,281) to arrive at the Index of Budget Expenditures (K ; ):

K;=P; (2A%CHILD + 1A %WORK + 1.5 %PENSION + 3 A %POOR) / 10,281

Each region’s amount of cost-adjusted expenditure needs aswel asthe Index for Budget
Expendituresisreported in Table 4.2.

-56-



Computing Normalized Fiscal Capacity (RP;). Step 4 computesthelevel of Normalized
Per Capita Fisca Capacity for dl regions. Results from this step are presented in Table
4.2.

Resultsand Andysis. The dlocation of equdization transfers was Smulated based on the
proposed equdization mechanism (incorporating the suggested improvements) and the
computations contained in this section.  The Smulated dlocation of equdization funds is
presented in Table 4.2; trandfers for this Smulaion (Smulation 1) are expressed in per
capitaterms.

In addition, we smulated a second alocation formula where the cost of living index was
selected asthe sole indicator of expenditureneed, while base year revenuesfor 1996 were
used as a measure of own revenues. This adlocation of transfers (Smulation 2) was
designed to reflect the assignment of transfers in 1999 based on the proposed new
equdlization formula without the suggested improvements contained in this note.  For
comparative purposes, the table also includes the actual alocation of FFSR funds for
1996.

Based on the dlocation formula contained inthe proposed equdization methodology, the
threshold level of Normdized Per Capita Fiscal Capacity wasinitidly st at Rb. 2450 (the
average level of Normdized Per Capita Fisca Capacity, expressed in “normalized
rubles’). However, the smulation revealed that the amount needed to equaize al below-
average regionsto this average leve of Normalized Per Capita Fisca Capacity exceeded
the avallable FFSR funds for 1999. As aresult, the threshold level was incrementally
lowered until dl bel ow-threshold regions could beequaized up to the threshold leve within
the rdevant budget congtraint. Through the iterative process set forth in the proposed
equalizationmechaniam, the smulated equdization threshold was eventudly established at
Rb 1561 (again expressed in “normdized rubles,” equivaent to an equaizationcoefficient
of "' =0.64). At thisthreshold leve, the 37 regions with a Normalized Per CapitaFiscal
Capacity below the threshold level recelve transfers to ensure that no region has a
Normdized Per Capita Fisca Capacity below 64 percent of the average levd.

The amulated dlocation of resources in Smulaion 1 is similar to some extent to the
system of equaizationformulasthat is currently being used (FFSR 1996). Thecorrelation
betweenthe smulated per capitaequdizationtransfersin Smulaion1 and the actual 1996
per capitatransfers equals 0.32. The coefficient of variation for the smulated per capita
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transfers (1.88) exceeds that of the coefficdent of variation for the per capita 1996
dlocation of FFSR transfers (1.59), suggesting that a greater level of equdization occurs
in the Imulated mechanism. Simulation 2 proves to be more like the current FFSR
dlocation mechaniam.  Its correlation with the 1996 assgnment of transfers is 0.50.
However, per capita transfers in Smulation 2 (with a coefficient of variation of 1.40)
appear to be less equdizing than either Smulaion 1 or the actual allocation of 1996.
Smulation 2 asagns transfers to 53 regions compared to the 37 regions digible under
Smulation 1.

The effectiveness of the proposed equdization mechanism which includes the suggested
improvements (Smulation 1) is gppraised using regression andyds. A regresson is
specified to reved the rlaionship betweenthe level of smulated per capita transfers (PC
FFSR) and the region's fiscd capacity (measured by per capita GRP), fiscal needs
(measured by the Index of Budget Expenditures) and fiscd effort (measured by the ratio
of regiond revenue collections and fiscd capacity, expressed as a percentage). The
following regression results were obtained:

PC FFSR = - 108 - 21.5 CAPACITY + 1027 NEED - 3.9 EFFORT (R? =0.65).

The results from this examination are very encouraging, assuming that per capitaGRP and
the Index of Budget Expenditures are appropriate measures of fiscal capacity and fisca
need, repectively. The regresson explains two-third of the variation in the dependent
variable. The results suggest that under the proposed mechanism, regions with greater
fiscd capacity receive amdler transferswhile regions withgreater fisca need receive larger
transfers. At the same time, the parameter estimate for fisca effort is negative but
datidicdly inggnificant, which implies that the smulated mechanism (which uses fiscd
capacity instead of actual revenues) is neutra with regard to fiscd effort.

Similar to the incidence analysis in the text for Simulation 1, the regression results for
Smulation 2 were;

PC FFSR = 667 - 21.5 CAPACITY + 654 NEED - 8.8 EFFORT (R? =0.46)
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The variable NEED for this regresson is the new need index based just on variaionsin
the cost of living. Comparison of this regression gppearsto Smulation 1 suggest that
Simulation 2 isless needs-equdizing than Smulation 1. In addition, the regresson
results aso confirm that in Simulation 2 those regions that exert higher fisca effort
recave fewer transfers.
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Table4.1

Descriptive Statigtics: Indicators of Fiscal Need

Mean Minimum | Maximum | Coeff. of Corrdl.
Varidion with K
%Children 0.24 0.13 0.36 0.16 0.61
%Work 0.57 0.50 0.67 0.06 0.32
%Pension 0.19 0.04 0.27 0.29 -0.65
%Poverty 30.3 16.1 73.2 0.38 0.64
Cogt of Living (P; ) 113 68 357 0.44 0.69
P, E(Hy) 10281 3415 28183 0.51 1.00
Index (K ;) 1.00 0.33 2.74 0.51 1.00




Table4.2:
Smulated Allocation of the FFSR for 1999

FCFC PAsum(H;)  Index of Need Normalized Simulation 1 Simulation 2 FFSR 1996
(K;) Per Capita FC
Kareliarepublic 1,952 8,222 0.80 2,441 0.00 134.24 335.29
Komi republic 3,109 7,010 0.68 4,560 0.00 0.00 63.19
Arkhangel skaya oblast 1,671 9,761 0.95 1,760 0.00 441.91 131.09
Vologodskaya oblast 2,720 6,040 0.59 4,629 0.00 0.00 48.79
Murmanskaya obl ast 2,603 8,210 0.80 3,259 0.00 0.00 16.05
Nenetskiy AO 5,183 14,109 1.37 3,777 0.00 0.00 1230.31
Leningradskaya oblast 1,418 8,330 0.81 1,750 0.00 0.00 50.41
Novgorodskaya oblast 1,127 6,624 0.64 1,749 0.00 115.17 383.23
Pskovskaya oblast 1,055 11,390 1.11 952 675.28 461.83 479.33
St.Petersburg 1,860 5,884 0.57 3,250 0.00 0.00 35.18
Bryanskaya oblast 1,001 5,763 0.56 1,786 0.00 410.59 227.15
Vladimirskaya oblast 1,233 7,567 0.74 1,676 0.00 192.39 195.92
Ivanovskaya oblast 967 9,423 0.92 1,055 464.28 524.54 335.62
Kaluzhskaya oblast 1,407 7,869 0.77 1,838 0.00 353.26 186.88
K ostromskaya oblast 1,395 8,169 0.79 1,756 0.00 218.58 419.02
M oskovskaya oblast 1,371 9,585 0.93 1,471 84.80 0.00 49.60
Orlovskaya oblast 1,251 5,901 0.57 2,180 0.00 340.34 299.77
Ryazanskaya oblast 1,495 6,931 0.67 2,218 0.00 247.76 112.59
Smolenskaya oblast 1,272 4,979 0.48 2,627 0.00 185.06 154.49
Tverskaya oblast 1,337 7,580 0.74 1,813 0.00 65.35 147.33
Tulskaya oblast 1,302 4,243 0.41 3,154 0.00 146.32 124.38
Y aroslavskaya oblast 1,933 6,000 0.58 3,312 0.00 0.00 4.70
M oscow 3,166 6,680 0.65 4,872 0.00 0.00 0.00
Mar-El republic 974 10,345 1.01 968 597.14 358.37 376.44
Mordova republic 996 8,856 0.86 1,156 349.06 445.92 381.11
Chuvasia 1,049 6,909 0.67 1,562 0.00 146.14 250.52
Kirovskaya oblast 1,366 8,273 0.80 1,698 0.00 212.60 297.38
Nizhegorodskaya oblast 1,793 6,328 0.62 2,913 0.00 0.00 78.49




Table4.2 (Continued):

Smulated Allocation of the FFSR for 1999

FCPe PAsum(H;)  Index of Need Normalized Simulation 1 Simulation 2 FFSR 1996
(K;) Per Capita FC
Belgorodskaya oblast 1,628 4,822 0.47 3,471 0.00 0.00 16.67
Voronezhskaya oblast 1,254 6,215 0.60 2,075 0.00 305.56 195.09
Kurskaya oblast 1,357 5,016 0.49 2,781 0.00 126.04 151.32
Lipetskaya oblast 2,096 4,970 0.48 4,337 0.00 0.00 0.00
Tambovskaya oblast 950 5,521 0.54 1,768 0.00 355.79 186.76
Kamykiarepublic 530 16,587 1.61 329 1,989.04 696.30 903.70
Tatarstan republic 1,911 5,073 0.49 3,874 0.00 0.00 0.00
Astrakhanskaya obl ast 1,061 8,743 0.85 1,248 266.89 447.77 477.81
Volgogradskaya oblast 1,379 9,487 0.92 1,495 61.74 0.00 128.26
Penzenskaya oblast 909 7,722 0.75 1,211 263.56 394.27 314.38
Samarskaya oblast 2,583 6,556 0.64 4,051 0.00 0.00 0.00
Saratovskaya oblast 1,417 10,079 0.98 1,445 114.03 187.77 196.82
Ulyanovskaya oblast 1,359 3,416 0.33 4,091 0.00 0.00 136.11
Adygeyarepublic 777 11,946 1.16 669 1,037.34 643.09 466.52
Dagestan republic 376 6,947 0.68 556 679.40 1,125.55 435.40
K abardino-Balkaria republic 632 11,856 1.15 548 1,168.84 592.22 459.72
Karachaevo-Cherk. republic 741 13,154 1.28 580 1,256.28 806.65 337.50
Northern Osetia republic 667 11,418 1.11 601 1,066.76 717.97 570.04
Ingushia republic 356 10,427 1.01 351 1,227.23 1,508.82 494.68
Krasnodarskiy krai 1,165 8,769 0.85 1,366 166.42 228.73 177.23
Stavropolskiy krai 1,294 10,212 0.99 1,303 256.53 344.86 251.25
Rostovskaya oblast 1,131 8,426 0.82 1,380 149.01 343.16 129.85
Bashkortostan republic 1,829 8,673 0.84 2,168 0.00 0.00 0.00
Udmurtiarepublic 1,443 7,088 0.69 2,094 0.00 0.00 203.48
Kurganskaya oblast 1,084 13,119 1.28 849 908.83 307.34 303.67
Orenburgskaya oblast 1,546 12,835 1.25 1,238 403.61 0.00 140.14
Permskaya oblast 2,429 7,842 0.76 3,185 0.00 0.00 16.90
Chelybinskaya oblast 2,355 9,162 0.89 2,643 0.00 0.00 0.00
Sverdlovskaya oblast 1,706 8,248 0.80 2,127 0.00 0.00 28.89
K omi-Permyatskaya AO 743 6,984 0.68 1,093 318.08 699.42 476.49




Table4.2 (Continued):
Smulated Allocation of the FFSR for 1999

FCFC PAsum(H;)  Index of Need Normalized Simulation 1 Simulation 2 FFSR 1996
(K;) Per Capita FC
Altay republic 852 7,678 0.75 1,141 313.92 852.52 763.85
Altayskiy krali 1,051 9,833 0.96 1,099 442.05 480.39 462.63
Kemerovskaya oblast 2,256 5,310 0.52 4,368 0.00 0.00 205.44
Novosibirskaya oblast 1,591 13,038 1.27 1,255 388.99 61.12 127.94
Omskaya oblast 1,813 8,049 0.78 2,315 0.00 0.00 110.66
Tomskaya oblast 2,261 9,684 0.94 2,400 0.00 0.00 205.65
Tyumenskaya oblast 2,212 5,658 0.55 4,020 0.00 0.00 166.91
Khanty-Mansiyskiy AO 8,830 7,836 0.76 11,586 0.00 0.00 0.00
Y amal o-Nenetskaya republic 12,178 10,897 1.06 11,490 0.00 0.00 0.00
Buryatia republic 1,396 18,866 1.83 761 1,469.37 604.95 381.69
Tuvarepublic 669 26,741 2.60 257 3,392.47 1,254.27 887.63
Khakassiya Republic 1,651 8,342 0.81 2,035 0.00 0.00 170.82
Krasnoyarskiy krai 2,674 7,762 0.75 3,542 0.00 0.00 0.00
Taymyrskiy AO 4,092 15,152 1.47 2,777 0.00 0.00 1179.55
Evenkiyskiy AO 2,887 18,934 1.84 1,568 0.00 1,134.85 3446.75
Irkutskaya obl ast 2,430 11,886 1.16 2,102 0.00 0.00 1.46
Ust-Ordynskiy Buryat. AO 494 11,897 1.16 427 1,312.84 1,338.15 930.17
Chitinskaya oblast 1,542 25,708 2.50 617 2,362.70 625.00 256.33
Aginskiy Buryatskiy AO 406 23,909 2.33 175 3,225.31 1,393.45 711.06
Sakha (Y akutia) republic 3,776 20,814 2.02 1,865 0.00 19.93 712.32
Primorskiy krai 1,625 15,280 1.49 1,094 695.49 627.72 22.32
Khabarovskiy krai 1,823 12,531 1.22 1,496 80.32 0.00 254.55
Amurskaya oblast 1,524 14,378 1.40 1,090 659.77 388.13 614.65
Kamchatskaya oblast 2,722 14,639 1.42 1,911 0.00 434.49 303.40
Magadanskaya oblast 2,484 15,393 1.50 1,659 0.00 0.00 1970.90
Sakhalinskaya oblast 2,031 14,494 1.41 1,441 169.87 374.39 626.18
Yevreyskaya AO 1,076 11,918 1.16 928 734.50 1,174.42 752.66
Koryakskiy auton. okrug 2,422 24,786 241 1,004 1,342.76 2,695.60 3155.55
Chukotskaya AO 2,807 28,183 2.74 1,024 1,473.28 0.00 3428.00
Kaliningradskaya oblast 1,276 6,894 0.67 1,902 0.00 127.37 77.05




Table4.2 (Continued):

Smulated Allocation of the FFSR for 1999

FCFC PASum(H;)  Index of Need Normalized Simulation 1 Simulation 2 FFSR 1996
(K,) Per Capita FC
Average 1,836 10,282 1.00 2,164 359 322.94 404
Minimum 356 3,416 0.33 175 0 0.00 0
Maximum 12,178 28,183 2.74 11,586 3,392 2,695.60 3,447
Coefficient of Variation 0.87 0.51 0.51 0.85 1.88 1.40 1.59




CASE STUDY 5:
A REVIEW OF LATVIA'S EQUALIZATION FUND

This case study reviews the changesin Latvid s equdization fund from 1995 to
1999, andyzes how the mechanism works, highlights the main problems and issues, and
presents several options for reform. Some of these optionsfor reform are smulated at the
end of the section using 1999 budgeted data.

51 Introduction

Ovedl, the current formula-driven Equdization Fund performs well in many respects. It
has provided agood messure of objectivity inthe determination of the equaizationgrants,
it has provided the intergovernmenta finance systemwithahighdegree of equdization, and
it hasaso contributed to increasing the revenue certainty and budgetary stability for local
governments.

Despite these accomplishments, there is some degree of dissatisfaction among local
governmentswiththeoveral structure and performance of the EqualizationFund. In some
respects, the current mechanism is complex and non-transparent. Because many local
offidas do not understand how it works, thereis less than completetrust initsoutcomes.
The mechanismmay give the fse impresson of providing local governmentswithfunding
for standardized expenditure needs. It does not encourage, and may actualy discourage,
tax effort a the locd leve, and it will not fit adequately the ongoing reformsin territoria
divisons of loca and regiond governments.

The equdization fund has to be understood in the context of the entire system of local
finances. The equdization fund helps bring a balance between expenditure and revenue
assgnment among different levels of government and to pursue a more equitable
digribution of resources among loca governments with different fiscd capacities and
expenditure needs. In this context, it isimportant to redlize that despite dl the changesin
revenue assgnments, government contributions to the fund and so on, the Government has
kept the local government sector share of the public sector general budget at the same level
since the sart of the trangition, around 24 percent.

Given the important reform initiatives involving the amdgamation of amdler municipdities
and the possible reform of regiona governments, this may be the opportune time to
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evaduate potentia improvements to the Equdization Fund. These reforms should be
thought through carefully and introduced dl at once. At the very least, the number and
frequency of changes should be minimized in order to preserve, as much as possible, the
hard-earned stability and budgetary certainty provided by the current system.

5.2  Main features of the equalization fund

The current equdization fund implements both revenue capacity equdization and
expenditure need equdization. This is quite proper for Latvia because there are not only
sgnificant disparities in revenue avallability across locad governments, but also different
demands on loca budgets arising fromthe demographic profilesand other cost factors. In
addition, the equdization fund performs smultaneous equdization for dl three different
types of loca governments: republican cities (mgor cities which provide both loca and
regiond services), rayons (county-like districts), and pagasts (municipdities).

The overdl funding for the equdization mechanism comes for two sources. Contributions
fromwedthier loca governmentsfalowing afraterna or “RobinHood” approachand aso
contributions from the centrd government, following a conventiond vertica funding. The
central government contribution to the fund is not determined directly but rather as the
difference between loca government contributions to the fund and overdl distributions
from the fund.

The current mechanism yidds didributions or postive transfers from the fund for the
magority of pagasts and dl rayons, and contributions or negative transfers for a amdler
number of local governments, induding most republicancities. The didtributionof fundsare
lump- sum, as unconditiond grants.

The flows to and from the fund for 1997, 1998 and 1999 are summarized in Table 5.1.
Republicancities contributions have declined both as nominad amountsand as percent of
total over the last three years. Neverthdess, republican cities pay the lion's share of the
equalization fund, 80.1 percent in 1997 and 67.9 percent in 1999. For 1999, dl but one
republican city (Rezekne) paid into the equalization fund. A smilar pattern held for 1997
when dl republican cities paid into the fund. In contrast, during 1998 only three cities
(Daugavpils, Rigaand Ventspils) paid into the fund. A number of wedthier pagasts do pay
into the fund. Wealthier pagast governments contributed 15.3 percent of the equdization
pool in 1997 and 11.9 percent in 1999. Because rayon governments do not have any
revenues other than transfers, they never are contributors to the pool of funds. During the
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last three yearsthe contributions of the central government to the fund have beenamdl: Ls.
1.3 millionin 1997, Ls. 2.7 million in 1998, and Ls. 6.1 million in 1999.

In terms of digtribution, the bottom part of Table 5.1 shows that the totality of payments
from the equaization fund during the 1997-1999 period has gone to rayons and pagasts.
The only exception is for 1998 whenthe republicancity of Rezekne got the equivaent of
0.7 percent of the equalization fund. A dgnificant feature of the current sysem isitshigh
degree of statutory equdization. As explained below, needy pagasts get equalized up to
90 percent of “financia necessty,” which is caculated top-down.

The current system in Latvia is more than an equdization sysem. First, it is used to
determine the overal subnationd expenditure envelope. It aso explicitly determines the
alocation of resources among urbanareas (republicancities) and rurd areas (rayons and
pagasts.). The system aso determines the resources that will be alocated to rayon
budgets.

5.3  How the equalization mechanism works

The formula-driven equaization mechanism, enacted by the Law on Equadization, was
introduced in 1995 has been improved in subsequent reforms. The Division of Local
Government Finance Supervision in the Budget Department of the Ministry of Finance
carriesthe budgetary computations for the equdization fund. The actual implementation of
transfers into and payments from the fund are administered by the State Treasury. The
overdl respongbility for the adminigtration and supervison of the system lies with the
Equdization Board. The membership of the Board includes a representative from the
Sama (parliament), nominated by the Budget and Finance Committees, a centrd
government representative, and five local government representatives whichare nominated
by the Unionof Local Governments. Representativesfromother inditutions can be invited
as experts or consultants to the Board.

(i) The Equalization Mechanism. The system equalizesboth some measure of revenue
capacity and some measure of expenditure needs at the same time. The formula equaizes
smultaneoudy, but at different levels, dl three different types of governments (republican
cities, rayons or regions, and pagasts or municipaities).

. Whether or not a local government has to pay into the equdization fund or
receives digtributions from the fund depends on whether the difference between
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the revenue measure and the notiona measure of expenditure needsis greater than
or less than some threshold.

The measure of revenue capacity is based ontheforecastsfor three types of taxes:
the personal income tax share of local governments, the redl estate tax, and the
property tax. Of the three types of local governments, only republican cities and
pagasts have forecasted revenues. Rayons do not because they do not have any
tax revenue source of their own.

The measure of expenditure need for each loca government is a “notiond”
expenditure need based on the apportionment of a “total loca government
necessity” negotiated by the central and loca government authorities each year.
The agpportionment is carried out by firg dividing the “total government
expenditure necessity” into parts, 45 percent for republican cities and 55 percent
for rayons and pagasts combined. These percentages come from the actua
distribution of expenditure shares among different types of loca governmentsin
1993-94.

Each of these subtotals is apportioned among individua governments by
multiplying the subtotal amounts by an index of rdative need. This index is
computed as a weighted average of six criteria which serve as proxies for
expenditure need. Note tha the determination of the “total loca government
necessity” playsacritica role in the syssem of equaization.

Once this figure is determined, the formula determines how much locd
governments will have to contributeinto the fund giventher forecasted taxes, and
aso how much the central government will have to contribute to cover the
fineandng gap. Thus the amdler the esimate of the “total local government
necessity” the higher the contribution of loca governments and the smdler the
necessary contribution of the central government to the fund.

Actud contributions into the equalizationfund come fromthose local governments
for which forecasted revenues exceed the notional expenditures by more that 10
percent. The contribution to the fund is 45 percent of the “surplus’ or positive
difference between forecasted revenue and notiond expendituresin excess of 10
percent. The maximum contribution of any one loca government to the fund is
capped at 35 percent of the locd government’s revenues. Note that loca
governments for which the difference between forecasted revenue and notiond
expenditureisless than 10 percent of their revenue or for which the differenceis
negative do not have to contribute to the fund. For 1999, five out of seven
republican cities are contributors. The vast mgority of pagasts are not
contributors; neither, of course, is any of the rayons. Recdl that the latter do not
have revenues of their own to be equalized.
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. Actud digributions from the fund go to the loca governments with forecasted
revenues less than notiona expenditures, but the level of equdization varies by
type of loca government. Rayon governments withforecasted revenues|essthat
100 percent of notiond expendituresreceive atransfer whicheguaizesthemback
to 100 percent of the difference. Actudly, since rayons do not have any own
revenues, each gets a transfer that is equal to 100 percent of their notional
expenditures. Inthe case of republicancities, only those with forecasted revenues
less that 95 percent of notiond expenditures get a transfer which equaizesthem
to amaximum of 95 percent of notiona expenditures. Inthe case of munidipdities
or pagasts only those with forecasted revenues less than 90 percent of their
notiona expenditures receive a grant and they get equaized at 90 percent of thar
notiona expenditures.

. In summary, rayons never contribute to the system and dways get a grant.
Republican cities with a difference of forecasted revenues and notional
expenditures lying between 110 and 95 percent of their notiona expenditures do
not contributeto the fund or get atransfer. For pagasts, these marginsare 110 and
90 percent. Therationde for different margins on the expendituresideisbased on
what proportion of the budgetsin 1993-94 on average were financed from non-
revenue sources for different types of local governments.

(i) How it works on the revenue side. As stated above, the equdization mechanism
forecasts local tax revenues for three types of taxes. persond income tax, red estate tax,
and property tax. These forecasts are the definite figures for the computation of
contributions into and digtributions from the fund. That is, the mechanism is not re-
computed once the actud revenues are known.

Theforecast for eachlocal government of revenuesfrom the persond income taxisbased
on a forecast of persona income tax revenues for the entire nation conducted by the
Minigry of Finance and State Revenue Service. This forecast is based on individua
taxpayer returns and withholding returns from enterprises. The nationd forecast is
transformed into individua |oca government forecasts by usng revenuedatafor eachlocal
government two years back. So for the 2000 forecast, for example, the actua personal
income tax revenues for each locd government in 1998 are used. The man reason for
doing thisisthat morerecent dataare not available for collections of the tax onaresidence
bas's (as opposed to place of work). One important peculiarity of the personal income tax
forecast is that the centra government guarantees each locad government the level of
revenuesactudly forecast. (If overdl revenuesat the nationd leve fromPI T exceed those
forecast, the surplusis divided among dl loca governmentsinthe same way, according to
ther share in total revenuestwo years earlier.) The persond income tax is administered

-69-



by the State Revenue Service, with the important exception of the cities of Riga and
Ventspils, which administer and collect thistax on their own. (Rigaand Ventspilshaveto
transfer weekly to the account of the State Treasury ther gpportioned contributions to the
equdizationfund out of thelr forecasted persond income tax revenues. For the rest of the
local governments these operations are performed by the State Treasury.)

Inthe case of the real estate tax, the revenue forecast is based onthe tax base as assessed
by the State Land Service. These assessments are based on “ cadastral vaues.” Thered
estate tax will continue to fdl exdusvey on land until the State Land Serviceisableto
producecadastral vauesfor structures, now not anticipated until 2001.The forecast vaues
for each loca government is amply the statutory rate of 1.5 percent times 95 percent of
the cadastral assessed vaue in the jurisdiction. Collections of the red edtate tax are
conducted by the local governments themsalves. Forecasted collections for the land tax
have been guaranteed aso by the central government for 1998 and it appears aso for
1999.

Theforecast of the property tax is based on book vauesreported onthe individud returns
of enterprises. Thistax now fals exclusvely onstructuresof enterprises. Until recently, its
tax base incuded aso other enterprise assets such as equipment and machinery.
Collections of the property tax are the responsbility of the State Revenue Service. The
collections forecast for the property tax are not guaranteed by the central government. The
rate schedule of the property tax is a progressive rate sarting at 0.5 percent and with a
maximum rate of 4 percent. Businesses pay the tax at thar place of registrationbut if they
have severa propertiesin more that one jurisdiction thenthey pay to the local government
where the property is located or in proportion to thar assets. One problem with the
formulation of the forecast for the property tax isthat businesses only give information on
their tota assets and do not divide them across loca governments.

(ii1) How it works on the expenditure side. Thefirg step in the computation for the

expenditure “necessity” for each loca government starts with the estimation of the “total

necessity” of loca governments. For examplein 1998 the totad necessity wasLs. 179.8

million and for 1999, Ls. 189.2 million. As stated in Article 8 of the Law on Equdization

the “loca government totd financia necessity” is determined in negotiations between the

centra government and the Union of Loca Governments by

. Taking the bagis of the anticipated loca government financial necessity in total for
the budget preparation year.

. The forecast for the state macroeconomic figures for the year.

. The re-assgnment of functions betweenloca governmentsand betweenloca and
central governments.
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. Priorities defined for the economic year

The second step every year is to divide this total amount into a 45 percent share for
republican cities and a 55 percent share for the rest of local governments (pagasts and
rayons). The third step is the apportionment of the subtotals for financid necessity to each
group of loca governmentsthrough the derivationof anindex of rdative financid necessty
for each local government. The notional budget need or financid necessity for each loca
government isthe product of the index of relative financid necessty timesthe subtotas for
financid necessity derived in step two.

The computation of the relative index of financia necessity is the weighted average of Sx
criteria (1) Population of loca government; (2) Number of children ages 0-6;

(3) Number of children ages 7-18; (4) Population above retirement age; (5) Number of
children in orphanages, (6) Number of ederly in retirement home. The lagt two criteria
were added to the other four in the reform of 1998. The reason for this reform was to
dlow for the uneven digtribution of these expenditures across loca governments. Unlike
the rest of the criterig, the last two criteria can be influenced by the behavior of loca
governments.

The weights attached to each criterion add to one for each of the two groups. republican
cities and the pagast/rayons. Some of the criteria do not apply for certain types of local
governments because they relate to activities for which they are not responsible. For
example, the pagasts weight for children in orphanages and dderly in retirement homes
is zero. These activities are only the responghility of rayon governments. Similarly, the
weights for rayons for children under 6 yearsis zero because rayons have no obligations
inthisrespect. The largest weight, close to 40 percent, goesto populationfor both groups
of loca governments. Article 9 of the Law on Equalization sates that the weights should
be caculated taking into account: () loca government budget figures for a two-year
period prior to the preparation year, and (b) the state budget priorities for the economic
year. Originaly, the weights were derived based on actud expenditures using 1994 data,
namdy: for population, the ratio of genera services (dl but educationand welfare) to total
expenditure; for children under 6 years, the ratio of expenditure on kindergarten to tota
expenditures; for youth 7 to 18, the ratio of school expendituresto total expenditures, and
for the ederly, theratio of expenditures on socia welfare to total expenditures.

Negotiations between the central governments and the Union of Loca Governments are
held both a atechnica levd, concerning the estimationof the totd financid necessity, the
forecasts for different taxes and so on, and at a palitical level between the Ministry of
Finance, other minidries, and representatives of the Union of Local Governments. The
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outcome of these negotiationsis a protocol of agreements and disagreements betweenthe
Cabinet of Minigers and the Union of Local Governments. The protocol for 1999 had
agreementsinthe forecastsfor tax and non-tax revenues and the anticipated level of grants
from the state budgets. The disagreements included the estimates of the tota financia
necessity of loca governments and severd issues having to do with unfunded mandates.

54  Issuesand optionsfor reform of the equalization fund

This section examines the performance of the system and reviews those areas that are
susceptible to improvement. One way to examine how well the equdization sysem has
worked isto stack the experience of the last three years againg the genera objectivesthat
a wdl designed equdization fund should pursue. The equdization fund should reduce
horizonta digparities ariang from differences in fiscal or revenue generating capacity and
expenditure needs. It should aso help reduce verticd imba ancesarisngfromthe mismatch
between expenditure responghilities at the subnationa level and the revenue generding
capacity determined by revenue assgnments. The equdization fund should be ample in
desgnand trangparent to dl the parties. Findly, the equdizationfund should not be subject
to manipulaion, discourage tax effort, or induce inefficient expenditure patterns among
loca governments. Some of the condraints for further improvement of the sysemhave to
do with the timdy gathering of data, athough there have been sgnificant improvements
over the past three yearsin data gathering and dissemination of information regarding the
equdization fund.

Concretdy, this section seeks to answer the following questions:
. Has the system been equdizing ?

. Is centrd government funding for equdization adequate?

. How should equdization be funded?

. Can the current mechanism be ssimplified to make it more transparent to local
stakeholders?

. Should tax effort enter into the equdization formula?

. How should the equalization mechanism be adapted to the territoria reformsfor
local and regiond governments?

(i) Has the system been equalizing ? Despite its smdl Sze, Lavia has sgnificant
disparitiesin fiscal cgpacity and expenditure needs across local governments (Table 5.2).
Digparitiesare more pronounced onthe fiscd capacity Side. Interms of per capitaregiond
GDP the range between the highest region (Ventspils) and the lowest region(Kradava)
was over 11 fold in 1996. These disparities are aswide as or wider than those found in
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many larger countries. Another feature of the didtribution of fiscal capacity is its
concentration in afew areas. Riga city aone accounted for 46.5 percent of GDPin 1996
(Table5.3).

These fiscal digparities across loca governments are ggnificantly reduced through the
current equdization system. The starting disparities in revenue availability can be seen in
the firgt four columns of Table 5.4 with projected datafor 1999. The first column presents
the digtribution in lats per capita collections for the three mainlocal taxes, which enter the
computations for the equdizationfund: the shareinthe personal income tax, real estatetax,
and property tax. The figures are for the republican cities and the pagasts, the latter
aggregated at the rayon levd. Loca governments on average collect Ls. 69 from these
three main taxes, but while the average for pagasts at the rayon level is Ls. 59.6 for
republican citiesit isLs. 104.6. When other minor taxes and especidly non-tax revenues
are taken into account, the average per capita revenues for pagasts at the rayon level
increases to Ls. 81.2 and for republican citiesto Ls. 117. On average disparities are
reduced because pagast governments in per capita terms make a higher effort, amost
double, at collecting non-tax revenues. Nevertheless, overall per capita revenues for
republican cities are 44 percent higher than for pagadts .

After paymentsinto the equdization fund (column 5, Table 5.4) and digtributions fromthe
fund (column 7) are taken into account, disparities in resources avaladle to loca
governments have been substantidly reduced (column 8). Actualy, average per capita
revenues for pagasts at the rayon leve are dightly higher than for republican cities The
equdization formula is set to egudize resources and it does that wel. Note that the
digtributionof per capitaloca available resources hasa coefficient of variationof only 0.17
and the difference between the minimum and maximum loca resources per capita is
reduced to afactor of 2 from an origina factor of 11 from the digtribution of per capita
mainlocd taxes. It isinteresting to note that for 1999 payments into the fund are positively
related to per capita gross regiond product, a measure of fiscal capacity, asshown in the
regressonsin Table 5.5. This is what is intended by the equaization formula. It is dso
interesting that payments from the fund do not go to those local governments with lower
fiscal capacity but rather to those withhigher expenditure needs, as proxied by the percent
of population under and over working age. This result is dso largely intended by the
current equaization formula. The same results hold for the years 1997 and 1998 (Table
5.6). In summary, payments into the fund are manly fiscd capacity equdizing, while
payments from the fund are more needs equaizing. For dl three years 1997-99, wealth
has been the dominant determinant of paymentsinto the fund, while fisca needs have been
the dominant determinant of payments from the fund.
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The current mechanism provides a high degree of equdization and it address what
otherwise could be asignificant problem given the large fiscal digparities that exist among
locd governmentsin Latvia. Whether or not such ahigh degree of equdization is needed
or whether the degree of equalization is excessve are difficult questions to answer. What
degree of equdization is desrable depends to a large degree on the levd of nationd
solidarity and societal norms. The current degree of equaization may be considered
excessve if wedthier communities are equdized down under poorer communities.
Excessive equalization may have the effect of reducing revenue mobilization efforts by
those communities that are brought up to a nationdl average. It may aso discourage
revenue mobilization by thoseloca governmentsthat have to contribute to the fund. These
possible incentive effects are discussed below. An even harder question to answer is
whether the high degree of equdization may dow down overdl economic growth for the
nation by diverting resources from areas with higher economic growth potentia to areas
where there are fewer growth opportunities. Little is known about the effectiveness of
these tradeoffs in Latvia and elsewhere in the world.

(i) Iscentral government fundingfor equalization adequate? All transfers, induding
equdization transfers, from the centra government to loca governmentshelp address the
common problem of vertica imbalance. Vertica imbaance arises fromthe insufficiency of
own revenue sources to finance the expenditure responghilities of loca governments.
Verticd imbaances have been reduced in Latvia over the past four years but ill remain
high. Independently of the availability of own revenue sources, loca governments clam
that overdl financing, induding revenue sharing and trandfers, remains inadequate. While
the tax revenue forecast for 2000 is the same asfor 1999, Ls. 212 million, the Union of
Locd Governments has estimated the expenditure needs for 2000 to be Ls. 250 million,
without taking into account any new expenditure obligations. Thisis the strongest case for
increesing centra government financing of the equaization fund. However, there fill has
been no formd attempt to quantify loca governments expenditure respongbilities. In
addition to the inherently difficult nature of this exercise (level and qudity of service need
to be defined before quantifying budget needs), the lack of detail in the current budget
classfication and the lack of clarity in many expenditure assgnments have contributed to
the lack of quantification of expenditure responsihbilities.

Evenif loca expenditure responsibilities were properly costed, the fact will remain that
it is not only the loca government sector that is underfunded. Centrd government
expenditure obligations are a so underfunded inmany areas. The share of the public sector
in the nationa economy has shrunk over the trandtion at the same time the size of the
nationd economy aso has shrunk very sgnificantly. The issue here is whether or not the
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equdizationfund isthe right tool to address some of these concerns or whether they should
be addressed in a different way by reforming revenue assgnments.

From 1992 to 1999, the central government has kept the share of loca governmentsin
the genera budget stable around 24 percent. From this perspective, the determination of
the central governmentscontributionto the equalizationfund has been ameansto achieving
that objective. In short, the issue of the centra government contribution can not be
answered inisolationfromthe rest of the finanding system of local governments. Increasing
financing from transfers can reduce the share of loca government expenditures financed
from other sources and thus possibly worsen vertica fiscal imbaances. To some extent,
whether or not the contribution of the central government to the equdizationfund has been
too smdl or adequate depends onthe choiceof the method of funding for the equalization
fund.

(ii1) How should equalization be funded? The current method of funding isamix of
horizontal and vertica funding, but muchmore of the former. Approximetely four-fifths of
the fund are contributed by the locad governments themsavesin 1999.

The current arrangement of mixed funding sources offers more flexibility in the
intergovernmentd finance sysemgiventhe large fisca disparitiesand the concentration of
revenuesin afew loca areas. In particular, the horizontal or "Robin Hood" approach to
fundingequdizationallowscollection of fundsfromricher local governmentswithout having
to use varying sharing rates for the personal income tax. Horizonta funding may aso be
moretransparent. Itis clearer to dl sdes of the system who are contributorsand who are
recipients. The diminationof horizonta funding, by switching to full funding fromthe central
government, will require a sgnificant reduction of the local government share in the
persona income tax. Most local governments would likely oppose this option.

Onthe minus side, horizonta funding forces solidarity among loca governmentswhich can
create resentment and political dissenson. The popularity of horizontdly financed
equdlization has been in retreat for those reasons in some of the Northern and Central
European countrieswhereit hashad itsstrongest hold. In Latvia, so far it does not appear
to be the case that the “Robin Hood” system has created politica dissenson.

If the current mixed system of financing the equalization fund iskept, there are two issues
on how the system works that merit anadysis. The firg has to do with the pool of loca
revenues that get actudly equdized. The second issue involves the determination of the
centra government contribution.
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The current approach to equdizing local government is to estimate a notiona budget
surplus (or deficit) for each loca government. However, not dl potential sources of
revenues for local governments are taken into account in ariving at the notional budget
aurplus or deficit. In particular, fees, speciad budget revenues, and transfers from
enterprises are excluded fromthese cal culaions. The personal income tax, the red estate,
and the property tax do not condtitute the totality of local tax revenues. On average, for
1999, 22 percent of tota revenues for local governments came from sources other than
those three taxes entered in the computations of the equdization fund (Table 5.4). The
exclusion seemsto benefit rurd loca governments (pagasts and rayons) vis-avis urban
locdl governments (republican cities) since for the former group these other revenues
represent on average 26 percent of their budgets asopposed to 11 percent for the latter
group in 1999 (Table 5.4).

Thus, the question iswhether or not it is right to exclude these other revenues from the
computations of the equaization fund. One reason to exclude charges and fees from the
equdization fund is not to discourage loca governments from raising more of these
revenues. Theincluson of feesin the equalization pool would require the devel opment of
methodology to predict potentia collections from fees. A regressionbased approach that
usesfeedatafor dl loca governmentsand severa proxiesfor collectionpotentia could be
used to arrive at ameasure of fee potentia. However, this methodol ogy will not be smple,
nor will it be transparent to stakeholders. In the case of special budget revenues, most
importantly revenue sharing in the natural resource tax, these funds are earmarked to
specific activitiesin the loca government budgets. Aslong as this budgetary arrangement
is maintained, it would not be proper to include these revenues in the equdization fund.
Local governments have no discretion in ther use. If the government were to follow the
most desirable policy of diminating the earmarking of revenues and the concept of special
budgetsat the locd levd, thenit would beright to include shared revenuesfromthe naturd
resource tax in the equaization fund. The excluson of the last item from the equalization
fund, transfers from enterprises to local governments, may be judtified onthe basis of the
volatility of enterprise profits. However, this excluson sends the wrong message to loca
governments because of the perception that these are revenues that they can collect
without any threats of losing themand thus encouraging wider ownership of enterprises by
loca governments. These revenues are not inggnificant, on average 10 percent of loca
budgets. Loca governments instead should be encouraged to divest entirely from private
sector economic activities.

The second isue involvesthe determinationof the central government’ s contributionto the
fund. At present, the central government has the discretion to vary its contribution. This
discretion arises from the ahility of the centrd government to determine the overal
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expenditure envelope for loca governments, the "total local government expenditure
necessity.” These rules enhance the ability of the central government to implement
macroeconomic gabilizetion policy. But despite the fact that the Union of Loca
Governments negotiates with the Ministry of Finance and ultimatdy with the Cabinet of
Minigtersto determine the leve of the ”total loca government expenditure necessity,” this
remains perhaps the most contentious issue withthe mechanism. As pointed out above, in
the view of loca governments, the totd financid necessity is manipulated by the central
government to fit its plans regarding the transfer to the equdization fund.

This conflict between the centra and loca governments could be diminated if the centra
government wereto adopt afixed funding rule for its contribution. This could take the form
of afixed share of central government revenues, or some particular central government tax
revenues suchasthe value added tax and the corporate income tax, for a period of three
to five years. This gpproach would have the added benefit of inducing more stability and
certainty to loca budget planning. The tradeoff will be a lessened ability by central
authorities to conduct fiscad dabilization policies. However, this may not be of much
ggnificancegiventhe smal amounts involved in the trandfers from the centrd government
to the equdization fund. The move to afixed rule contribution by the central government
may adso make it more feasble to reform the budget processto dlow loca governments
to formulate their contingent budgets before the centra government approves its own
budget.

(iv) Can the current mechanism be simplified to makeit moretransparent tolocal

stakeholders? Themain drawback of the current equalization system isthat it may betoo
complex, therefore making it |esstransparent thanisdesirable. Some degree of complexity
is needed to keep the system objective. Its results should not be subject to manipulation
or negotiation by the centrd government and loca government behavior should not affect
ether contributions to or digtributionsfromthe fund. These objectivesare for the most part
achieved. However, thereis room for smplification. Onthe one hand, the current system
triesto accomplishfunctions other than equdization, such as funding of rayon activities or
Setting the expenditure envelope for loca governments. On the other hand, the sysem is
not clear about what it has set out to accomplish. In particular, it is sad to equdize
“expenditure necessities’ but these are not cal culated fromindividua government budgets
but rather from an ad hoc determined “ necessity” for the entire local sector.

Asnoted in the description of the current system, the equaization mechanism servesthe
dua purpose of funding rayon governments and equalizing resources among municipd
governments. This trestment of rayonsis not reglly agppropriate. The “caculated financia
necessity” is not a good representation of expenditure needs for funding of rayons.
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Currently, the mechanism does not explicitly determine the resources to be provided to
rayon level governments versus pagast level governments. Implicitly, the relative needs
weights on rayon governments (.1398) determine the resources available to rayons.

One way to Implify the mechaniam will be to have separate funding (separate from the
equdizationprocess) for rayonor regiond type expenditure functions. At the present time
thiswould entall not only funding rayon governments separately but a so detaching fromthe
republican city budgets those expenditure responshilities of a regiond nature. A more
direct approach of (formula-based) targeted transfers could be used to more adequately
fund orphans and other rayon-level expenditures. The adoption of these changes would
diminate the current problematic incluson of the number of orphans in orphanages and
elderly peoplein retirement homes as criteria on the expenditure Side of the equdization
fund. (This is a concern because these measures can be affected by loca government
behavior.) Thinking these changes through should aso help the Government prepare for
the necessary changes in the syslem when and if the territorid regiond reformis adopted.

The current divisonbetween urbanand rura governments also adds to making the sysem
unnecessarily complex and creates the potentia for unbalanced trestment of local
governments. Expenditure needs of Republican cities are currently assumed (based on
historica data) to amount to 45 percent of the subnationd budget envelope and they are
distributed among republican cities by a separate expenditure needs weighting scheme.
After the detachment of funding for regiond obligations (of rayons and republican cities)
from the equdization fund, one further step toward smplification would be to equdize dl
municipa governments (cities and pagasts) in the same step. If one of the reasons for
separating republican cities from pagastsis that there are cost differences between urban
and non-urban regions, these may be incorporated in the equaization fund by multiplying
the expenditure needs indices by regiona cogt-of-living differences. Equdizing cities and
pagastsin the same step would alow the common use of expenditure need criteria and
weights, and identicd thresholds and levels of equdization. The current mechanism gets
complicated by the use of different weghtsfor expenditure need criteria depending on the
type of loca government and by the use of different levels of equalization (100, 95 and 90)
aso depending on the type of local government. None of these is truly needed. Both
rayons and cities can introduce the same types of feesand charges. Thusit is not fair and
anunnecessary complicationto have alower threshold for equaizationof pagastsvis-avis
cities.

The aspect of the equaization mechanism which has added the most complexity and the
one with which local governments have shown most dissatisfaction is the computation of
the “finandd necessity.” Thereare two dimensionsto thisissue. Firdt, at the macrolevd,
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as we have discussed, the current approach to arriving a the contribution by the central
government dlowsfor aform of mora hazard. The centrd government can manipulateits
contributionto claw back revenuesfrom|oca governmentsby reducing the estimate of the
“total loca government financia necessty.” This is why it is worthwhile to consider
reforming the equalization mechanismto make the centrad government contribution afixed
share of its tax revenues for a number of years. The overdl subnaiond government
expenditure envelope would be determined independently of the centra government
contribution to the equdization fund.

Thereisadso confusion on this issue at the micro level because local governments like to
look at the “financia necessity” as atrue measure of thar expenditure needs. Thisview is
aided by the wording used in the Law on Equalization which refers to need or necessity
rather thanfund avallability or affordable level of expenditures or the expenditure envelope
for locd governments. In redity, we have seen that contrary to the usud interpretation of
the mechaniam, the computations do not actudly equdize expenditure needs as derived
froma bottom-up computation based on objective criteria. Instead, the objective criteria
arejust used to compute an index or relaive need which is then used to dlocate a“total
loca government financid need” arbitrarily determined by the centra government.

There are two basc ways to “fix” this aspect of the equaization fund. Fird is to
conceptualy de-link the expenditure need equdization component of the mechanism from
actual loca government expenditure budgets. This can be accomplished, in turn, in two
different ways. In one approach, the coefficient of reative need computed now as a
weighted average of need criteria would be used to divide the funds available for
expenditure need equdization. This gpproachwould perform equdizationintwo separate
windows or subfunds. one for fiscal capacity equdization and the other for expenditure
need equdization. A second approach to de-link need equdization from estimating an
expenditure budget is to use the coefficient of rdative need to normdize or adjust fisca
capacity and then proceed with equdization in asingle fund or window.

An dternative way to address the current confusion of the “financid necessty” as atrue
measure of budgetary expenditure need isto reformthe computation process so that these
two conceptsare moreclosaly related. Thiscan, again, be donein severd different ways.
The smplest and least dragtic reform would be to formalize the methodology used for
ariving at the “total loca government financid necessty.” The implementation of the
methodology will be overseenby the Equalization Board. This methodology could follow
a conventiona approach in other countriesof departing fromlast year’ s expenditures and
adjugting them for changesin expenditure responshilities and centra mandates including
minmumwages (if mandates are not funded separately), and changesin the price level or
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inflation. The equalization mechanism would thenproceed, asisnow the case, to allocate
the “totd financid necessity” among loca governments via an index of relaive need. The
compuitation of the latter could be left asit isnow or it could be reformed to introduce new
criteria, such as differencesin costsor price leve, and changes in weights for the criteria.

A more complex approach to bringing the estimated “financial necessity” closer to
budgetary expenditure need isto compute“financid necessity” fromthe bottom up, costing
the current expenditure obligations of local governments. Thiswould require a sgnificantly
different methodology from the one used now. In particular it would require much more
information and many more decisons on how to cost dl expenditure responghbilities of
loca governments. Of course, there would be no guarantee that the “financid necessity”
so caculated would add to any number that is budget-wise affordable. The bottom
estimate would have to be paired down by an adjustment parameter that would convert
the needed expenditure budget into anaffordable expenditurebudget. Thisisinsome ways
gmilar to what is done by the current system, but the order of computations would be
reversed.

In any event, this is the time to re-evauate the criteria for the cdculation of relative
expenditure needs. The criticism from local governments is that these criteria are not
precise enough. This criticdism, again, is based on the belief that the criteria should
gpproximate as closaly as possble budgetary expenditure needs. But anindex of relative
need istypicdly not built to accomplishthis result. Instead it should capturein the Smplest
possible way the factors that determine cost differences in delivering a sandard package
of loca government sarvices. Besides the demographic criteria now included in the
computations, the government may consder other factors such astheleve of poverty and
unemployment and differencesinthe priceleve or cost of living. Thefind lis of criteriaand
ther waght need to be caefully evauated and thoroughly discussed with loca
governments.

(v) Shouldtax effort enter intothe equalization formula? Tax effort is measured by
how much aloca government uses its capacity to tax itself by comparison to other local
governments. Per capita revenue callections are postively correlated for dl three taxes
entering the equdizationfund with per capitagrossregiond product (Table5.7). However,
tax effort is negatively correlated withper capita gross regiona product for 1996 through
1998 (Table 5.8).

Thereare actudly two dimensons to the role of tax effort inthe equdizationformula First,
the formula should not penaize or provide negative incentives to those local governments
that exercise higher tax effort. Second, if there is a serious problem with the lack of
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revenue mohilization, the question is whether or not the equdization formula should
promote or give incentives for tax effort.

One of the fundamenta objectives of an equaization system is to take into account the
ability of loca governments to raise adequate revenues. It is important for equdization
mechanisms to use measures of fisca cagpacity rather than actua revenues in the formulas
to avoid the inducement of negdtive behavior by local governments. The current
equdization system in Latvia for the most part uses revenues rather than capacity.
However, it does so inaway that minimizes perverse incentive effects. To begin with, the
problem is contained by the fact that loca governmentsinLatviagill have little discretion
over taxes.

In the case of the personal income tax and the property tax, negative incentives to collect
should not be serious because these two taxes are enforced by the State Revenue Service,
which is a central government agency. However, there could be negative incentive
problems with actua collections of Riga and Ventspils, which administered their own
personal income tax and (as contributors to the fund) might have to pay up to 35 percent
of collections into the Fund. There is no hard evidence, however, that Rigaand Ventspils
have been soft on persond income tax collections.

Inthe case of the real estate tax, which isadministered by loca governments, the negetive
incentive to collect is controlled by the fact that revenue forecasts are done onthe basis of
cadastral vaues which are assessed by a nationd agency of the State Land Service and
not the loca governments. Thusin the case of the land tax, equdizationisbased on fiscal
capacity (cadastral vaues) rather than on revenues collected.

We can not be certain about the impact of the high levels of equaization on loca
governments' interest to mahilize local revenues, where poorer local governments are
brought to 95 or 90 percent of equalization budget gap. Thesehighleves of equaization
in combination with the revenue forecast guarantee may negetivey affect the desire of
many local governments to collect the real estate tax. The available data do not alow for
research into this question at the present time.

When and if loca governments are given more tax discretion, the Government could
consider whether to reform the equdization mechanism to_promote tax effort or revenue
mobilizationat the locd leve. In generd, it is not desrable to use the equdizationformula
to give these types of incentives. They openthe formulato potential manipulation by loca
governments. These types of incentives can d o redistribute fundsaway from more needy
loca governmentsto high spenders and wedthier local governments. Inshort, unlessthere
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is an acute problem with the lack of revenue mobilization no incentives should be
considered.

The Government should aso refrain fromusing the equdization systemfor purposes other
than equdization. In particular, it isagood ideato promote the voluntary ama gamationof
local government to increase ther efficiency but these incentives should not be effected
through the equdization mechanism. In more generd terms, the Government should not
condition the use of the equdization grant funds. These transfer should continue to be of
a lump-sum nature so that they can be used by local governments for generd funding
purposes. Thisis the fundamenta objective of an equdizationsystem, to close the exigting
disparities among locd governments in ther ability to cover genera expenditure
responshilities.

(vi) How shouldthe equalization mechanism be adapted to theterritorial reforms
for local and regional governments?

The territorid regiona reform proposes the creation of a truly functiond regiond leve of
government in Latvia The new regions will have their own revenue and expenditure
assgnments and eected governments. The current system of equalization confuses the
roles of regiona and local governments and it is completely inadequate to be adapted to
these reforms. Thereislittle question, therefore, that the equaization system would have
to be reformed. What should be the main lines for reform?

Countries with three levels of government adopt different gpproaches to the equaization
of local governments. In some cases a two-stage approach is adopted whereby regions
are firs equdized and then, a a second stage, regiond governments equdize dl locd
governmentswithinther region. Thisisan approach more commonly used infederal states.
A second approachisto implement separate equalization mechaniams for regions and local
governments, without any interventions or with minimal interventions of the regionsin the
equdization of local governments. This goproach is more common among unitary stetes.

The system best auited to Latvia by history and current poalitics is that of separate
equdization sysems for regiond and local governments. Thereisalading perception that
in the past funds channdled through the rayon governments were not distributed fairly
among thar pagasts and rurd towns. The Concept of Territorid Regiona Reform
proposes the modd of separate equaization funds for regions and local governments in
which regiond governments play no role, or a the most only asupervisoryrole, visavis
local governments.
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This approach to the future reform of the equaizaion system will require a clear
detachment of the regiona government financesfrom the local government finances. This
should not present much of a problemwithrural local governmentsbecause currently rayon
government responsibilities and pagast responsibilities are dready separated. In the case
of republican cities, the new regiona governments would take over some of their current
respongibilitiesand leave for the cities only those considered to be local responsibilities. Of
course, there will dso be a need to implement changes in revenue assgnments.

Thenew equdizationfund for regiona governments should addressbothdisparitiesinfisca
capacity and expenditure needs. Because the regiond governments will draw on larger
geographica areas than current local governments, fisca disparities will lessenbut clearly
they will not disappear. Per capita household income data from the Household Budget
Survey conducted inthe last quarter of 1997 and the first two quarters of 1998 show that
for the five traditiond regions (Riga, Kurzeme, Vitzeme, Zemgde and Latgale) the
differenceswereof Ls. 71.21 per monthinRiga, the highest, and Ls. 51 .81 inLatgde, the
lowest.

55  Asmulationexample of the equalizationfundwithar efor medmethodol ogy

This section provides an example of an dterndtive approachto the equdizationmechanism
for Latvia. The dternative approach implements some of the options outlined in the
previous section. The features of the dternative equdizationfund should not be interpreted
asconcreterecommendations for reform, but rather asilludrations of howto addresssome
of the problems identified in the current systlem. The dternative equaization mechanism is
summarized in Table 5.9.

This dternative mechanism is Smulated with 1999 data. It preserves the mixed funding
approach, part “fraternd” systemfinanced by loca governments, and part financed by the
central government. For computational convenience, the central government contribution
isleft a Ls. 6.1 million, but, of course, it could be made as a fixed percentage of centrd
government revenues to be kept unchanged for three or more years.

Paymentsinto the Fund. Thefisca capacity or revenue side of the equdization fund is
the same asinthe current systemof equalization. Therevenue forecastsfor 1999 aretaken
as the measure of fiscd capacity (FC) for each municipa government (pagast and
republican cities).
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A ggnificant deviation of the dternative mechanism from the current one is how the
smultaneous equdlization of fisca capacity and expenditure needs is performed. Rather
than comparing fisca capacity (revenue forecasts) to a notiona budget expenditure need
as is done in the current system, the dternative mechanism uses the index of reative
expenditure needs to normdize fiscd capacity (FC) to arrive at the Normalized Fiscal
Capacity (NFC). Normdized Fisca Capacity is defined as:

NFC, =FCi/Ki,

where K is an index of rdative expenditure needs. The index of rdative expenditure
needs (K) usesthe same criteria now used for pagast governments with weights that have
been proportiondly inflated to the current weights so that they add to one. Of course, a
reformed set of criteria and different weights can be used to compute the index of relative
expenditure needs.

Pagasts and republicancitiesfor whichthe NFC exceeds 120 percent of the average NFC
pay 30 percent of the excess amount into the Fund. Note that currently, they pay 45
percent of revenues in excess of 110 percent of the “caculated financia necessty.” The
lower rate of payment into the fund is assumed to illustrate the impact of lower levels of
equdization. The particular rate of 30 percent was determined in a process of trid and
error in order to generate adequate fundsto finance regiond or rayon-type activities and
dill have enough funds to engage in meaningful municipa or pagast-activity equdization.
At the dternative rate of payment, none of the loca government’ s payments exceeds 35
percent of own source revenues, so this current rule is respected.

Based on the smulated methodology, tota payments into the fund equa Ls. 25.8 million.
This compares to the actud current amount of Ls. 24.1 million for 1999. Republican
cities pay atota of Ls. 20.8 million into the fund (compared to current actual payments
of Ls. 20.5million) and pagasts pay Ls. 4.9 million (compared to current actud Ls. 3.6
million). Many more pagasts now pay into the fund, but the contribution rete is lower.
Thus, the totd size of the dternative fund, induding the central government contribution
(which is presumed nuchanged) equds Ls. 31.9 million. In comparison, the current actua
fund is goproximately Ls. 30.1 million.

Recdll, tha the tota level of funding for regiona or rayon-type activities for 1999 is
edimated at Ls. 26.3 million. Therefore only the remainder or Ls. 5.6 million are left for
equdization of municipa or pagast-type activities. Thisamount isquitea bit lower than the
current actua amount of Ls. 15.6 million. The smulationof the dternative systemimposes
the congraint of fully funding fird the regiona or rayon-type activities. If lessfunding were
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dedicated to this end, naturdly, there would be more funding for the equdization of
municipd or pagast-type activities. In any case, the illudtrative value of the dternative
equdization sysem should not be limited to the particular distribution of available funds
between regiona and municipd activitieschosen here. Inthe future, regiona-type activities
should be funded by direct transfers or by a change in revenue assgnments,

Funding of Regional Government Activities. Theaternative approach detachesthe
funding of regiond government respongbilitiesfromthe equdization fund system for loca
governments. To do this, we use two sets of needsindices. One index computes needs
for regiond or rayon-level government services and it isapplied to both republican cities
and rayons. The second need index computes need for municipa or pagast-level services
and it is gpplied to both pagasts and republicancities. Thefirg indexisnot truly part of the
equdization fund. It is used because it is the easiest way to identify and detach those
expenditure responghilities and associated funding for the regions or rayons. Remember
that at the present time, republican cities aso cover these regional responsbilities
smultaneoudy with their municipd or pagast responsibilities. The weights for each index
add up to one and are proportiond to the weights currently used for rayons and pagasts.
By congruction, the needs index for each region indicates that region’s share of total
regiona expenditure needs.

Before engaging in any “red” equdization for municipd responsbilities for pagasts and
republicancities, it needs to be determined how muchof the available fundswill go to fund
regiond or rayon-leve activities. These funds go not only to rayons but aso to republican
citiesdl of which perform rayon-level functions. Thetotd leve of funding for regiond or
rayon-type activities for 1999 is estimated at Ls. 26.3 million. Regiond or rayon-level
activities (for bothrayons and republicancities) arefundedinproportionto the needsindex
for rayonactivities. Thisapproach providesLs. 11.7 millionfor regiona or rayon-activities
for republican citiesand Ls. 14.6 million for the actud rayons.

Funding local government activities. After fully funding the regiond activities, the
remainder of the equaization fund is used to equaize municipa or pagast-level activities.
Pagasts and possibly republican cities, for their pagast-level activities get equdized as
follows. Those pagasts and republican cities that have a Normalized Fiscal Capacity
(NFC) below average are equdized up to 90 percent of the difference betweenther NFC
and average NFC. In actudlity, no republican cities have below average NFC.

The summary of the computations of the dternative system is presented in Table 5.10.
Note that pagasts are aggregated at the rayon level. Table 5.11 presentsacomparison of
actual revenue collections, equdized revenues under the current equalization system, and
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equaized revenues under the dterndtive system. Table 5.12 presentsacomparison of net
payments under the current systemand the dternative sysem. Republicancitiesarethebig
winners under the dternative sysem, especidly Rigaand Ventspils. Although republican
cities pay as much into the systemas before, they become winners because now they get
directly reimbursed for regiona or rayon-type activities. By definition, rayongovernments
come out the same, because the dternative system is constructed to keep the amount of
fundsallocated to rayons the same. Recall that the dternative system usesthe same rdative
need index for rayons as the one used in the current system. Pagastsare losers under the
dterndive sysem, but for many pagasts, the lossisrdaively amdl. Note that more pagasts
now pay into the system and that tota payments into the fund by pagadts increase by
about 25 percent to Ls. 4.9 million.

Equdization trandfers from the dternative fund dropped by Ls. 10 million. Thisisdueto
severd factors. First, under the current system, republicancitiesdo not get afar trestment
(seeBox 1). If anon-urbanregion contains very wedthy pagasts, the rayon gets atransfer
from the equdization fund for its projected rayon-level needs regardless of how much its
pagadts collect in revenues. While republican cities dso carry regiond-type obligations,
currently they get funding for regiona-type activities only if the republican city total notiona
expenditure needs (for rayon plus pagast activities) exceed revenues. Ineffect, republican
cities have to pay for their own rayon-type activities whereas non-urban regions get
subgdized for these activities. Second, despitethe same gze fund, lessmoneyisavailadle
for pagast equdization, because republican cities now under the aternative system get
fundedfor regiond-type activities. Third, under the aternative systempagastsget equdized
at 90 percent of the gap up to average NFC. Under the current system, below average
pagastsrecaive transfersto fund 90 percent of “notiond” pagast expenditures. Thus under
the current systemeveryone isfunded up to some ideal level of expenditure, instead of just
equdizing the poor.

Itishighly unlikely that the smulation results under the dternative systemwill be paliticaly
acceptable. This could be accommodated in severa ways. First, republican cities could
amply be excluded fromrecavingtransfersfor regiond-typeactivities, asis currently done.
This would free up additional funds, Ls. 11.7 million, to be allocated for pagast-level
equdization. Second, if it is believed that the current criteria and weightsoverstate rayon-
level needs, the rayon needs index could take this into account. Third, the government
could reintroduce the practice of dlocating a certain level of fundsseparately for republican
cities Thisis currently done indirectly by assgning aseparate leve of notiona expenditure
needs for republican cities.
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BOX 1
Current system favors regions that are not Republican cities

This example presumes two identical regions; one is a republican city, the other is a rural
rayon. For convenience, the rural rayon is presumed only to contain one pagast (although
this has no impact on the outcome). The amounts contained in the example reflect the
resources of (and payments by) the consolidated subnational governments within each
region.

@ @ (©) @ ® ©) U] ®
Revenue Pagast Rayon Excess Payment Balance Payment Balance
Exp Exp Revenue Into From
Need Need [ Fund Fund **
Formula Assumed values @)-(2)- 45%* (4) D)-(5) ?3) (6)+(7)
3
Rep City 200 50 50 100 45 155 0 155
Rura 200 50 50 150 67.5 133.5 50 183.5

Note:” The Rep City gets to “deduct” rayon-type expenditures; the other region does not.
™ The Rep City gets no payment for rayon-type expenditures; the rural region does.

5.6  Agendafor reform of the equalization fund

There is consensus amnong centrd and loca government authorities that the next round of
reformof the equalizationfund should be preceded by careful preparation and discussons
and it should accommodate the necessary changes arisng form the amagamation of
pagasts and the regiona adminidrative reform. As emphasized in this chapter, there is
nothing fundamentaly wrong with the current sysem. However, the system could be
improved inmany different ways. The Government can afford the time to prepare wel and
gan consensus from local governments for the changes in the system. Here are the main
areas that merit analysis for the future reform of the equalization fund:

. Examine ways to fund regiona (rayon) budgets directly and not through the
equdization fund.

. Examine whether the level of equaizationistoo highand what impact it may have
onthe desire of locd governments to mobilize revenues and the development and
growth Srategies for the country.
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Examine the feashility of developing amethodology to include potentia fees for
loca governments and the transfers from enterprisesin the pool of locd fundsto
be equalized.

Himinateearmarkingfor specia budgetsat the local level and incdlusonof thisform
of revenue sharing in the equdization fund.

Congder switching the centrd government contributionto the equaizationfund to
afixed share of centra government revenues for a period of severd years (three
to five).

Congder the introduction of separate funding (from the equalization process) for
rayonor regiond type expenditure functions for both rayons and republicancities.
This separation will be needed when and if the territorid regiond reform is
adopted.

After the detachment of funding for regiond obligations (of rayons and republican
cities) form the equaization fund, consider the equdization of dl municipd
governments (citiesand pagasts) in the same step, withidentica expenditure need
criteriaand weights, and identica equdization thresholds.

Consder severd dternativesfor reforming the computationof “financid necessity.”
One posshility is to dellink the expenditure need equdization sde of the
mechanism from any concept loca government expenditure budget by using the
coefficient of rdative need to ether distribute a separate subfund for expenditure
need equdization or to normdize fisca capacity and then proceed with
equdization in a sangle fund or window. A second possibility is to bring the
esimated “financid necessity” closer to atrue measure of budgetary expenditure
need by ether adopting a formaized methodology to estimate “tota loca
government finanda necessity” or to compute “financid necessity” from the
bottom up costing the current expenditure obligations of local governments.
Congder the re-evauation of the criteria used in the caculation of relative
expenditure needs and gain acceptance of these reforms form loca governments.
Consider the introduction of measures of tax capacity in the computations of the
equdization fund, especidly if more tax discretion is given to loca governments.
Prepare for the introduction of a separate equdization fund for the new regions
with both fisca capacity and expenditure need equalization if the concept of
territoria regiona reform goes forward.
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Table 5.1
Latvia: Payments Into and Out of Equalization Fund, 1997-1999

1997 1998 (Budget) 1999 (Forecast)

Millions  Percent Millions  Percent Millions  Percent
of Lats of Total of Lats of Total of Lats of Total

Payments Into Fund 275 95.4 24.4 90.0 241 79.8
by Republican Cities 231 80.1 21.4 79.1 20.5 67.9
by Pagasts 4.4 153 29 10.9 3.6 11.9

Central Government 1.3 4.6 2.7 10.0 6.1 20.2

Contribution

Total Equalization Fund 28.8 100.0 27.1 100.0 30.2 100.0

Payments to Republican 0.0 0.0 0.2 0.7 0.0 0.0

Cities

Payments to Rayons and 28.8 100.0 26.9 97.3 30.2 100.0

Pagasts

Note: Amounts may fail to add up due to rounding.
Source: Ministry of Finance.



Table 5.2
Latvia: Descriptive Statistics of Proxies for Fiscal Capacity and Fiscal Need, 1998

Per Capita
Gross Region Pct. of Pop. Below  Pct. of Pop. Above
Product Working Age Working Age
(1996)

Average (al regions) 786.1 26.1 22.7
Republican Cities 1,328.8 23.0 21.8
Rural Rayons 640.0 26.9 22.9

Standard Deviation 578.7 2.3 2.6

Coef. Of Variation 0.736 0.087 0.114

Minimum 335.2 21.7 18.6

Maximum 3,733.4 30.1 29.9

Source: Ministry of Finance.



Table 5.3

Latvia: Concentration of Tax Capacity Among the Regions
Gross Regional Product, 1996

GRP 1996 Per Capita GRP GRP as Percent of
(' millions of Lats) (Lats) Total
Daugavpils city 112.66 966.80 457
Jelgava city 52.95 745.69 215
Jurmalacity 40.23 682.11 1.63
Liepajacity 74.59 774.79 3.02
Rezekne city 40.00 974.05 1.62
Rigacity 1148.23 1424.61 46.53
Ventspils city 173.98 3733.40 7.05
Aizkraukles rayon 29.09 682.18 1.18
Aluksnes rayon 14.97 550.14 0.61
Balvu rayon 11.27 357.51 0.46
Bauskas rayon 51.16 988.55 207
Cesu rayon 37.36 607.44 151
Daugavpils rayon 27.49 618.91 111
Dobelesrayon 46.84 1141.79 1.90
Gulbenes rayon 17.56 601.53 0.71
Jelgavas rayon 19.96 564.52 0.81
Jekabpils rayon 33.87 590.53 1.37
Kraslavas rayon 12.72 335.20 0.52
Kuldigas rayon 23.03 599.34 0.93
Liepajas rayon 23.40 466.27 0.95
Limbazu rayon 29.01 712.46 1.18
Ludzas rayon 15.75 407.38 0.64
Madonas rayon 25.13 527.98 1.02
Ogresrayon 42.98 675.84 1.74
Preilu rayon 16.40 391.23 0.66
Rezeknes rayon 16.23 386.81 0.66
Rigas rayon 140.00 964.29 5.67
Saldusrayon 3131 802.38 1.27
Talsu rayon 34.49 697.48 1.40
Tukumarayon 43.04 777.64 174
Vakas rayon 28.37 805.43 115
Vamieras rayon 44.19 728.65 1.79
Ventspilsrayon 9.27 659.41 0.38
Average (All Regions) 7477 786.13 3.03
Average Rep. Cities 234.66 1328.78 9.51
Average Rayons 3173 640.03 1.29
Standard Deviation 196.08 578.71 7.95
Coefficient of Variation 2.622 0.736 2.622
Minimum 9.27 335.20 0.38
Maximum 1148.23 3733.40 46.53




Table5.4
Latvia: Projected Regional Revenue Collections and Payments Into and From the Equalization Fund, 1999
(amountsin Lats per capita)

MainLocal Other Loca  Non-Tax Total Payment  Remaining  Payment Locd
Taxes* Taxes**  Revenue** Collections IntoFund Revenues FromFund Resources

Daugavpils city 75.05 0.18 10.89 86.12 0.00 86.12 0.00 86.12
Jelgava city 78.63 0.04 8.40 87.08 2.10 84.98 0.00 84.98
Jurmala city 86.86 0.10 16.48 103.44 2.08 101.36 0.00 101.36
Liepajacity 81.82 0.18 13.84 95.84 2.85 92.99 0.00 92.99
Rezekne city 80.52 0.07 8.69 89.28 0.00 89.28 0.00 89.28
Rigacity 121.84 0.20 15.42 137.47 21.40 116.06 0.00 116.06
Ventspils city 207.63 0.10 12.67 220.40 57.19 163.21 0.00 163.21
Aizkraukles rayon 74.23 0.19 12.02 86.44 533 8111 20.94 102.05
Aluksnes rayon 49.89 0.01 20.71 70.61 0.00 70.61 32.17 102.78
Balvu rayon 43.19 0.44 15.78 59.41 0.00 590.41 39.98 99.39
Bauskas rayon 61.34 0.02 13.93 75.29 0.00 75.29 20.87 96.16
Cesu rayon 61.38 0.57 30.01 91.97 0.37 91.60 24.52 116.12
Daugavpils rayon 46.72 0.32 25.52 72.56 1.42 7114 33.02 104.16
Dobelesrayon 66.18 0.49 22.38 89.05 2.18 86.87 22.34 109.21
Gulbenes rayon 55.11 0.70 24.74 80.55 0.00 80.55 20.32 100.86
Jelgavas rayon 55.52 111 25.04 81.67 0.00 81.67 28.75 110.42
Jekabpils rayon 49.74 0.24 11.70 61.68 0.00 61.68 27.96 89.64
Kraslavas rayon 41.35 0.01 13.91 55.27 0.00 55.27 34.13 89.40
Kuldigas rayon 58.67 0.03 32.03 90.73 0.00 90.73 24.44 115.17
Liepajas rayon 52.49 0.00 14.15 66.64 0.21 66.43 24.26 90.70
Limbazu rayon 71.22 0.38 14.07 85.67 4.13 81.54 26.57 108.11
Ludzas rayon 40.81 0.37 14.74 55.92 0.00 55.92 36.45 92.37
Madonas rayon 57.92 0.02 17.96 75.90 0.68 75.22 27.72 102.94
Ogresrayon 73.27 0.29 10.36 83.92 2.64 81.28 16.33 97.61
Preilu rayon 3174 0.26 10.36 42.36 0.00 42.36 45.31 87.67
Rezeknes rayon 36.03 0.25 10.23 46.50 0.00 46.50 42.90 89.40
Rigas rayon 111.37 0.59 24.40 136.35 16.46 119.89 9.99 129.88
Saldus rayon 60.34 0.44 28.93 89.70 0.04 89.67 22.99 112.65
Talsu rayon 67.52 0.03 22.18 89.72 1.78 87.94 21.52 109.46
Tukumarayon 62.82 0.72 27.07 90.61 0.26 90.35 24.73 115.08
Vakas rayon 67.22 0.44 17.06 84.71 124 83.47 19.91 103.38
Valmierasrayon 67.91 0.51 72.96 141.38 3.37 138.01 21.60 159.62
Ventspils rayon 84.88 0.14 21.35 106.37 4.74 101.63 10.51 112.14
Average 69.13 0.29 19.39 88.81 3.95 84.85 20.61 105.47

Avg. Rep Cities 104.62 0.13 12.34 117.09 12.23 104.86 0.00 104.86

Avg. Rayons 59.57 0.33 21.29 81.19 1.72 79.47 26.16 105.63
Standard Deviation 31.58 0.26 11.68 32.92 10.61 24.44 13.33 18.00
Coef. of Variation 0.46 0.90 0.60 0.37 2.68 0.29 0.65 0.17
Minimum 31.74 0.00 8.40 42.36 0.00 42.36 0.00 84.98
Maximum 207.63 111 72.96 220.40 57.19 163.21 45.31 163.21

Note: (*) Main local taxes include the personal income tax, real estate tax and property tax. (**) Staff estimates.
Source: Ministry of Finance.



Table 5.5
Latvia: Regressions for the Incidence of Payments
Into (+) and From (-) the Equalization Fund, 1999
(Dependent variable: Per capita payment)

Per Capita Pop. below Pop. above

Intercept GRP working working R2
ae ae
Payment Into Fund -23.3 0.018 -0.09 0.68 0.89
Payment From Fund 122.9 0.005 -3.00 -3.04 0.63
Net Payment 99.6 0.023 -3.09 -2.36 082

Note: Bold represent statistical significance of five percent or greater. Unit of
observation is republican cities and pagasts aggregated at the rayon level. Per capita
GRPisfor 1996.

Source: Ministry of Finance.



Table 5.6
Latvia: Regressions for the Incidence of Net Payments
Into (+) and From (-) the Equalization Fund, 1997-1999
(Dependent variable: Per capita net payment)

Per Capita Pop. below Pop. above

Intercept GRP working age working age R2
1997 121.6 0.021 -3.81 -2.34 0.85
1998 64.0 0.027 -2.54 -1.47 0.88
1999 99.6 0.023 -3.09 -2.36 0.82

Note: Bold represent statistical significance of five percent or greater. Unit of
observation is republican cities and pagasts aggregated at the rayon level. Per capita

GRP isfor 1996.

Source: Ministry of Finance.



Table5.7

Latvia: Correlation Between Per CapitaLoca Revenue Coallections and
Per Capita Gross Regional Product (1996)

Income Property Other Non-Tax Tota
Year Tax Land Tax Tax Taxes Revenues  Revenues
1996 0.926 0.474 0.817 -0194 -0111 0.919
1997 0.902 0.902 0.096 -0.210 -0.022 0.782
1998 0.896 0.881 0.747 - 0.106 -0.078 0.894

Note: The unit of observation is republican city and pagasts aggregeted at the rayon

levd.



Table5.8
Latvia: Correlation Between Fisca Effort and Gross Regiona Product (GRP), 1996-

1998
Non-Tax Revenue Ovedl
Y ear Tax Effort Effort Fiscal Effort
1996 - 0471 - 0.258 - 0.500
1997 - 0.529 - 0.287 - 0.539
1998 -0.521 - 0.397 - 0.582

Note: Effort is defined asloca revenue collections as ashare of 1996 GRP.
The Unit of observation is republican city and pagests aggregeted at the rayon leve.



Table5.9
Latvia Alternative Fraterna Equaization Mechanism

Step 1:

Determine Index of Relative Expenditure Needs for Republican
Cities and pagadts:

H,
K = : E_'
i ; CDI iHi'

Step 2:

Produce forecasts of revenue collections for al Republican Cities and
pagadts (FC). For al Republican Cities and pagasts, determine
Normalized Fiscal Capacity. NFC,=FC;/K;

Step 3:

Paymentsinto the fund ( F; ) are determined as:
F = (NFC,- « NFC) K, p ¥ NFC,>u NFC,

otherwise F, = 0, and where NFC' isaverage normdized fiscd
capacity. Notethat F, = E F,.

Step 4

Determine the centra government contribution (F ) to the
Equdization Fund. The paymentsinto the fund by loca governments
(F.) aredetermined in Step 3. Totd size of the Equdization Fund: F
=Fc.+F..

Step 5:

Determine funds assigned to regiond-type activities for rayons and
republican cities (Fz) . Remaining funds are assigned to pagast-leve
activities (Fp).

Step 6:

Payments for rayon-leve activities (R, ) are dlocated to Republican
Citiesand rayons.
Ri = N i @ FR ’

where N; isarayon-level needsindex defined smilar toK ;.

Step 7:

Payments for pagast-leve activities (P; ) are allocated to Republican
Cities and pagadt:

P, = (NFC - NFC,) K, t  if NFC > NFC,.

otherwise P, = 0. Notethat Fr = E P,.




Notesfor Table 5.9

Step 1:
The needs index uses s measures of fiscal need (H).
Each measureisweighted by T ;..

Step 3:

Notethat the G K ; should equal 1. Alpha is a threshold parameter, where'* > 1. The
smulaionused "' = 1.2, meaning that locditiesonly pay onthe revenue inexcess of 120%
average. Rho (D) isthe payment rate, set at 30 percent (0.30) in the simulation.

Step 5:
Rayon-type funding (F ) is set a Ls. 26.3 million as explained in the text. Notethat a
separate needs index is created for rayon-level expenditures.

Step 7:
Tauis the equdization rate (0< J <1), determining how much of the difference between
average NFC and actua NFC gets equalized. In the smulation, J = 0.9.

Note that the equdization fund is not automaticaly balanced. Adjustments of revenue
payment parameters, the centra govt contribution, the funding made available to rayons-
typeactivitiesand the equdization of pagast-level needs, one needs to assurethat Fe + F
=Fp+ Fg.




Latviae Simulated Alternative Fraternal Equalization Mechanism, 1999

Table 5.10

Revenue Norm. Fiscal Sim. Payment Payment Equalized
Collection Pagast Need Capecity Payment Rayon Need ~ From Fund From Fund Revenue
(mn) Index (mn) Into Fund Index For Rayon For Pagast (mn)

Daugavpils city 8.75 0.0458 190.80 0.66 0.0498 131 0.00 9.39
Jelgava city 5.58 0.0268 207.98 0.53 0.0242 0.64 0.00 5.69
Jurmala city 5.12 0.0232 221.04 0.54 0.0335 0.88 0.00 5.46
Liepaja city 7.88 0.0377 209.03 0.75 0.0304 0.80 0.00 7.93
Rezekne city 331 0.0169 195.64 0.27 0.0226 0.60 0.00 3.63
Riga city 98.20 0.3141 312.68 16.02 0.2615 6.88 0.00 89.06
Ventspils city 9.68 0.0184 525.79 212 0.0223 0.59 0.00 8.15
Aizkraukles rayon 3.17 0.0184 2853.92 0.24 0.0197 0.52 0.10 3.54
Aluksnes rayon 1.36 0.0116 1924.69 0.02 0.0164 0.43 0.17 1.94
Balvu rayon 1.36 0.0134 1815.11 0.01 0.0208 0.55 0.34 2.23
Bauskas rayon 3.17 0.0219 2033.49 0.12 0.0226 0.60 0.15 3.80
Cesu rayon 3.78 0.0267 2926.74 0.15 0.0304 0.80 0.22 4.64
Daugavpils rayon 2.08 0.0178 2726.51 0.07 0.0216 0.57 0.39 2.96
Dobeles rayon 271 0.0170 2616.17 0.15 0.0231 0.61 0.06 3.23
Gulbenes rayon 161 0.0123 1551.26 0.04 0.0074 0.19 0.11 1.87
Jelgavas rayon 1.96 0.0152 2046.34 0.02 0.0235 0.62 0.08 2.64
Jekabpils rayon 2.85 0.0234 2160.41 0.03 0.0313 0.82 0.28 3.92
Kraslavas rayon 157 0.0157 2059.99 0.00 0.0153 0.40 0.40 2.36
Kuldigas rayon 2.25 0.0165 2114.24 0.07 0.0178 0.47 0.14 2.79
Liepajas rayon 2.63 0.0212 3461.12 0.04 0.0172 0.45 0.20 3.24
Limbazu rayon 2.90 0.0176 2086.01 0.22 0.0236 0.62 0.14 3.44
Ludzas rayon 1.58 0.0165 1997.47 0.00 0.0151 0.40 0.41 2.38
Madonas rayon 2.76 0.0209 2917.42 0.09 0.0234 0.62 0.22 351
Ogres rayon 4.66 0.0264 2319.96 0.35 0.0241 0.63 0.11 5.06
Preilu rayon 133 0.0182 1332.93 0.00 0.0146 0.38 0.75 2.46
Rezeknes rayon 151 0.0184 2251.54 0.00 0.0165 0.43 0.62 2.56
Rigas rayon 16.17 0.0594 5716.63 231 0.0507 133 0.00 15.19
Saldus rayon 2.35 0.0171 2434.01 0.08 0.0176 0.46 0.16 2.90
Talsu rayon 3.34 0.0217 3115.95 0.15 0.0252 0.66 0.09 3.94
Tukuma rayon 3.48 0.0235 2414.30 0.16 0.0324 0.85 0.15 4.32
Valkas rayon 2.37 0.0149 2954.99 0.14 0.0154 0.40 0.08 2.72
Valmieras rayon 4.12 0.0251 2505.41 0.31 0.0248 0.65 0.22 4.68
Ventspils rayon 1.19 0.0061 2379.81 0.10 0.0049 0.13 0.00 1.23
Average All Regions 6.57 0.0303 2,017.6 0.78 0.0303 0.80 0.17 6.75
Average Rep. 19.79 0.0690 266.1 2.98 0.0635 1.67 0.00 18.47

Cities
Average Rayons 3.01 0.0199 2,489.1 0.19 0.0214 0.56 0.21 3.60
Standard Deviation 16.73 0.0519 1,175.7 2.79 0.0426 112 0.18 15.02
Coef. Of Variaion 2.55 171 0.58 3.57 1.41 141 1.07 222
Minimum 119 0.0061 190.8 0.00 0.0049 0.13 0.00 1.23
Maximum 98.20 0.3141 5,716.6 16.02 0.2615 6.88 0.75 89.06
Sum 216.77 1.0000 66,579.4 25.78 1.0000 26.30 5.58 222.87

Note: Pagasts are aggregated at the rayon level.



Table 5.11

Latvia: Comparison of Actua and Simulated Alternative Fraternal Equalization Mechanism, 1999

(amounts in Lats per capita)

Actua Revenue Equalized Revenue Equalized Revenue Difference
Collections Current System Alternative System (Current-Alternative)

Daugavpils city 75.05 75.05 80.61 -5.56
Jelgava city 78.63 76.53 80.19 -3.66
Jurmala city 86.86 84.78 92.57 -7.79
Liepaja city 81.82 78.97 82.32 -3.36
Rezekne city 80.52 80.52 88.48 -7.96
Riga city 121.84 100.43 110.50 -10.06
Ventspils city 207.63 150.44 174.84 -24.40
Aizkraukles rayon 74.23 89.84 83.04 6.80
Aluksnes rayon 49.89 82.06 71.16 10.90
Balvu rayon 43.19 83.16 70.87 12.29
Bauskas rayon 61.34 82.21 73.47 8.74
Cesu rayon 61.38 85.54 75.45 10.08
Daugavpils rayon 46.72 78.33 66.56 11.77
Dobeles rayon 66.18 86.34 78.77 7.57
Gulbenes rayon 55.11 75.42 64.06 11.36
Jelgavas rayon 55.52 84.26 74.66 9.60
Jekabpils rayon 49.74 77.70 68.42 9.28
Kraslavas rayon 41.35 75.48 62.30 13.18
Kuldigas rayon 58.67 83.12 72.71 10.40
Liepajas rayon 52.49 76.54 64.59 11.95
Limbazu rayon 71.22 93.66 84.54 9.11
Ludzas rayon 40.81 77.26 61.60 15.66
Madonas rayon 57.92 84.96 73.65 11.32
Ogres rayon 73.27 86.96 79.50 7.46
Preilu rayon 31.74 77.05 58.77 18.28
Rezeknes rayon 36.03 78.93 61.02 17.91
Rigas rayon 111.37 104.90 104.61 0.29
Saldus rayon 60.34 83.29 74.34 8.95
Talsu rayon 67.52 87.26 79.60 7.66
Tukuma rayon 62.82 87.30 78.00 9.30
Valkas rayon 67.22 85.88 77.11 8.77
Vamieras rayon 67.91 86.14 77.24 8.90
Ventspils rayon 84.88 90.65 87.29 3.35
Average All Regions 69.13 85.79 79.78 6.00

Average Republican Cities 104.62 92.39 101.36 -8.97

Average Rayons 59.57 84.01 73.97 10.03
Std Dev 31.58 13.47 20.55 9.13
Cv 0.46 0.16 0.26 1.52
Min 31.74 75.05 58.77 -24.40
Max 207.63 150.44 174.84 18.28

Note: Pagasts are aggregated at the rayon level.



Table5.12

Latvia: Comparison of Simulated and Actual Net Payments | nto/From Equalization Fund, 1999
(amountsin Lats per capita)

Alternate Net Difference
Current Net Payments Payments (Current - Alternative)

Daugavpils city 0.00 -5.56 5.56
Jelgava city 2.10 -1.56 3.66
Jurmala city 2.08 -5.71 7.79
Liepaja city 2.85 051 3.36
Rezekne city 0.00 -7.96 7.96
Riga city 21.40 11.34 10.06
Ventspils city 57.19 32.79 24.40
Aizkraukles rayon -15.61 -8.81 -6.80
Aluksnes rayon -32.17 -21.27 -10.90
Balvu rayon -39.98 -27.69 -12.29
Bauskas rayon -20.87 -12.13 -8.74
Cesu rayon -24.16 -14.07 -10.08
Daugavpils rayon -31.60 -19.83 -11.77
Dobeles rayon -20.16 -12.59 -7.57
Gulbenes rayon -20.32 -8.96 -11.36
Jelgavas rayon -28.75 -19.15 -9.60
Jekabpils rayon -27.96 -18.68 -9.28
Kradavas rayon -34.13 -20.95 -13.18
Kuldigas rayon -24.44 -14.04 -10.40
Liepgjas rayon -24.06 -12.10 -11.95
Limbazu rayon -22.44 -13.33 -9.11
Ludzas rayon -36.45 -20.79 -15.66
Madonas rayon -27.04 -15.72 -11.32
Ogres rayon -13.69 -6.23 -7.46
Preilu rayon -45.31 -27.03 -18.28
Rezeknes rayon -42.90 -24.99 -17.91
Rigas rayon 6.47 6.76 -0.29
Saldus rayon -22.95 -14.00 -8.95
Talsu rayon -19.74 -12.08 -7.66
Tukuma rayon -24.47 -15.18 -9.30
Valkas rayon -18.66 -9.89 -8.77
Vamieras rayon -18.24 -9.34 -8.90
Ventspils rayon -5.77 -2.42 -3.35
Average (All Regions) -16.66 -10.66 -6.00

Average Rep. Cities 12.23 3.26 8.97

Average Rural Rayons -24.44 -14.40 -10.03
Standard Deviation 20.28 11.75 9.13
Coefficient of Variation -1.218 -1.102 -1.521
Minimum -45.31 -27.69 -18.28
Maximum 57.19 32.79 24.40

Source: Calculated based on data provided by the Ministry of Finance.
Note: Pagasts are aggregated at the rayon level.






