
Chapter 9. Basic Approaches to Changes in Legislation 
Aimed to Ensure Financial Guarantees of Local Self-Governance 

Methodological approach 

At present, the normative and legal system of regulation of municipal finances is rather complicated and inconsistent. The law “On financial principles…” has not been abolished yet, although the base parameters of the financial system at the local level are regulated by the Budget and Tax Codes. Stipulations of different legislative acts may be ambiguously interpreted and often contradict each other. Changes introduced in the normative and legal system are not clearly based on a single concept and are erratic. 

Apparently, in this situation the problem of normative and legal regulation of financial guarantees of local self-governance cannot be easily settled both in essence, and from the legal point of view. The law “On financial principles…” was adopted in 1997, in the situation where normative regulation of tax and budgetary issues was underdeveloped. After the enactment of the Tax and Budget Codes the necessity to have a special legislative act regulating the financial system at the local level becomes in principle superfluous. Therefore, it would be more logical to settle the problem of ensuring financial guarantees of local self-governance not via a special law, but by introducing amendments to the basic documents regulating budgetary and tax issues. 

At the same time, certain problems arise in the framework of this approach. In the case local budgets are recognized as the third tier of the budgetary system of the Russian Federation (Article 10 of the Budget Code) without defining its specifics, in fact it renders more difficult to implement the constitutionally determined specifics of local self-governance as a non-state level of power, what results in unification of budgetary mechanisms at the level of RF subjects and municipal entities, what often is not feasible. This problem may be partially settled by introducing provisions specific for financial fundamentals of local self-governance in the law “On general principles…” This method was chosen by the Commission for Division of Powers. The same approach is taken in this study. 

However, the difficulties relating to the replacement of a single normative and legal act with a set of amendments to different laws cannot be reduced to purely technical problems. In this situation, it is rather difficult to maintain the overall sense of purpose and common ideology allowing to ensure the complex solution of the problem of formation of financial guarantees of local self-governance not infringing upon the basic principles and digressing on less important details to regulate which on the federal level is not feasible. In fact, this problem was not settled in the framework of the law “On financial principles…,” which was primarily designed to regulate procedural issues and was not aimed at creation of a complex approach to the ensuring of financial guarantees of local self-governance. 

The basic ideology of this sphere is rather adequately reflected in the Program of Development of Fiscal Federalism till 2005. This study on the whole is based on the principles and approaches defined in this Program seeking, however, to concretize and modify them on the basis of respective calculations and more profound elaboration of individual aspects of the problem. The major differences relate primarily to the rejection of the two-tier model of the territorial structure of municipal entities stipulated by the Program and elaborated in more detail in recommendations worked out by the Commission for Division of Powers. For the discussion of this problem and alternative recommendations relating to this issue, see Chapter 1. 

In order to ensure the integrity and complexity of changes in the legislation, it appears necessary to define key principles to be enforced at the federal level. These principles may not be directly reflected in normative and legal acts; however, they should be the ideological basis of the whole system of proposed novations. At the same time, in order to ensure financial guarantees of local self-governance it is necessary to comply with the following conditions: 

· all changes introduced in the normative and legal acts regulating financial relations at the local level shall directly stem from these principles; 

· legislation shall not contain stipulations infringing upon these principles, or, in the case such norms are present in the legislation, they shall be thoroughly justified; 

· at the federal level, it is feasible to regulate only the general framework ensuring compliance with these principles and preventing infringement upon them on the part of state authorities at the federal or regional level, but not concrete financial mechanisms affecting relations between RF subjects and municipalities. 

It appears that exactly in this case financial guarantees of local self-governance may be ensured at the federal level without infringing upon the principles of development of federal state and division of powers between the federal and regional levels. 

Among the fundamental principles ensuring financial guarantees of local self-governance there may be listed the following: 

· ensuring of independence of local budgets; 

· fair principles of financial aid to municipal entities; 

· availability of financial resources necessary to exercise state powers delegated to local authorities; 

· responsibility of local authorities for effectiveness of municipal budgetary policies (tight budgetary constraints). 

This chapter focuses on the explanation of these principles and approaches to their reflection in the federal legislation. 

Guaranteeing independence of local budgets 

Formally, the principle of independence of budgets (including local ones) is set forth in the Budget Code. However, the more detailed interpretation of this principle in Article 31 is rather abstract and does not ensure its practical implementation. However, the task is not to improve the general definitions of the Budget Code, but to substantively interpret the principle of independence of local budgets and its implementation via introduction of respective amendments to the budgetary and tax legislation.

The principle of independence of local budgets means that local authorities shall be able to have adequate revenue sources to finance own expenditure powers and independently determine assignment of funds for these purposes. Apparently, the practical implementation of this principle will require to introduce radical changes in the existing financial mechanisms at the local level. It appears that these changes shall be aimed at attainment of the following objectives: 

· to assign to local authorities own revenue sources at the level ensuring the maximal possible defrayal of local expenditures
; 

· to grant the status of local taxes to some revenue sources important for the formation of local budgets, what will allow to ensure the flexibility of financial system at the local level; 

· to grant municipal entities the right to independently administer the formation and expenditure of local budgets, establish municipal tax agencies and municipal treasuries; 

· to ensure independence of local authorities as concerns the disposal of unconditional financial aid by limiting control over respective expenditures on the part of higher level authorities to the minimum adequate for implementation of other principles ensuring financial guarantees of local self-governance. 

Three former objectives from this list will be discussed in this section; however, it would be more feasible to discuss the latter objective in the contest of fair principles of financial support. 

Local taxes as defined in the framework of the existing financial system do not correspond to the generally accepted substance of this term. In Russia, this term is applied to taxes rather tightly regulated at the federal level and distributed between the different levels of the budgetary system, while local authorities, in fact, have rather limited real power over these taxes.   

The currently implemented reform shall ensure both the real assignment of own revenue sources to the municipal level, and independence of local authorities as concerns regulation of taxes defined as local taxes. 

In fact, the assignment of revenue sources to the municipal level may take several forms: 

· assignment of the guaranteed share of federal or regional taxes, in relation to which local authorities have no regulatory powers;  

· granting to the local authorities the right to establish own local taxes as surcharge on a federal / regional tax, the marginal tax rate may be either limited or not limited by the legislation of the federal / regional level;   

· granting to the local authorities the right to introduce local taxes on tax bases not shared with the federal / regional authorities, the list of such taxes, marginal tax rates and other parameters relating to local taxation may be either regulated or not regulated at the federal / regional levels. 

All these forms are in different ways used in international practices; however, evaluations of their effectiveness vary. For instance, the assignment of shares of federal and regional taxes is often criticized as the least flexible and most unstable mechanism of provision of municipalities with own revenue sources, since in practice the assigned shares are regularly changed in spite of declarations of their stability. Therefore, it would be most feasible to implementation the principle “one tax – one budget” to a maximally possible extent. Experts are also rather cautious about the idea of an open list of local taxes (although this practice exists in some countries), however, they do not approve of the regulation of local tax rates considering it to be an unjustified limitation of the flexibility of the financial system. At the same time, other parameters of the local taxation may be regulated, for instance, the differentiation of rates across different categories of taxpayers, the overall level of tax burden (in the case the list of local taxes is open), etc.      

While the normative regulation of assignment of shares of federal / regional taxes to the local level does not require any substantial modification of the Russian legislation, the problem of local taxes is not sufficiently elaborated. Therefore, it would be feasible to introduce the following changes. 

First, the legislation shall contain a clear definition of the local tax including such its characteristics as the power of local authorities to impose or abolish such a tax, to set its rates and tax base (in compliance with the legislation in force), to determine collection procedures and privileges, and the stipulation that the total amount of revenues generated by such a tax shall be due to the respective local budget. The state regulation of concrete local taxes shall not infringe on the competence of municipal entities, or prevent local authorities to implement regulating functions as concerns local taxes
.  

Second, it is necessary to set forth the list of local taxes and determine if this list is open or closed. The negative experience of setting open lists of local taxes in 1994 through 1996 can not be a serious argument against implementation of this principle at present, because the social situation, nature of the elite, level of qualification of local authorities have changed considerably since that time.  However, a certain tradition to use small and insufficiently effective local taxes has been retained. Besides, in the situation where there were implemented policies aimed in fact to curb local taxation, local authorities could not accumulate necessary experience of the usage of this rather complicated and delicate instrument. Therefore, on the whole it would be more feasible to retain the closed list of local taxes at present. A possible way to mitigate negative effects of retention of the closed list of local taxes would be to grant local authorities the right to impose target charges in order to settle concrete problems actual for the local community. For a more detailed description of the mechanism of target charges see Annex 9.1. 

Third, the issue of the extent and mechanisms of regulation of local taxes in the legislation shall be clarified. As follows from the analysis carried out above, the determination of the list of local taxes is vested with the federal authorities. The key parameters of the tax base shall be determined at the same level (otherwise this list is meaningless). The issue of regulation of minimal and maximal rates of local taxes is more complicated. In principle, positive results of such regulation are not apparent and it might be abolished in perspective. However, in the present situation it would be a too sharp change of the institutional environment disorienting local authorities and in certain cases resulting in negative effects. Therefore, at present there is proposed the following system of regulation of local tax rates:  

· the maximal and / or minimal local tax rates may be regulated at the federal level; 

· setting of marginal local tax rates shall not infringe on the rights of local authorities to regulate local taxation, i.e. ensure sufficient potential for changes in the levels of taxation, ensuring of differentiation, etc.;  

· the marginal local tax rates determined by the federal legislation may be exceeded by the decision of a local referendum, at the initial stages the size of this excess may be regulated by the federal legislation; 

· regulation of local tax rates on the part of local authorities shall neither infringe on the principles of common economic space and free enterprise, nor constrain or distort competition, primarily on local markets. 

The analysis carried out in the preceding chapters demonstrated that the tax on imputed income
, land tax, and the personal asset tax have the best prospects as local taxes. Yet at this state it is possible to transform the corporate asset tax into a local tax. In any case, in the future all property taxes shall be transformed into the property tax, which is feasible to turn into a local tax. There were also formulated recommendations concerning key approaches to the regulation of local taxes.  

As concerns the tax on imputed income, the coefficient previously regulated at the regional level should be set by local authorities, and all revenues generated by this tax (except payments due to social extra-budgetary funds) should be transferred to local budgets. 

As concerns property taxes, it is necessary to envisage two stages of regulation – prior to transition to the property tax and in the course of transition to the property tax. 

Prior to transition to the property tax, it would be feasible to amend the legislation currently in force in the following way: 

· to assign the whole complex of property taxes and related payments: personal asset tax, corporate asset tax, land tax, rental payments for land to local budgets; 

· to create real prerequisites for transformation of the personal asset tax into a local tax setting its maximal rate at 2 per cent and vesting the issues of differentiation of this tax and other aspects of regulation with local authorities; 

· to create prerequisites for transition to evaluation of personal property basing on its market value and collect land tax and rental payments for land basing on the cadaster value of land. 

It is feasible to regulate the property tax in the following forms:  

· to set the status of the property tax and related payments as a local tax;  

· to set the maximal property tax at 2 per cent; 

· to grant local authorities the right to rise the property tax rate up to 5 per cent via local referendums; 

· not to set legislatively regulated restrictions on differentiation of this tax at present, however, not excluding the possibility to introduce such a regulation in the future. 

As concerns the income tax, the situation is somewhat different. There is a serious theoretical justification of the necessity to concentrate respective regulatory functions at the federal level (Byudzhetny federalizm, 2001, pp. 122 – 157). There are also additional arguments in favor of such a decision relating to the specifics of the Russian situation. First, the income tax will be assigned to municipal entities on a significant scale not in all variants of distribution of powers. Second, the transition to a flat rate of respective taxation in the framework of the tax reform may be undermined in the case tax powers are decentralized. Therefore, it would be feasible to retain the federal status of the income tax ensuring the assignment of its share to municipal entities (possibly dividing it in the guaranteed and equalizing parts).  

Along with the assignment of revenue sources in the framework of the federal legislation it would be also necessary to grant regional authorities the right to permanently assign to local municipal entities additional federal and regional taxes due to the budgets of RF subjects both in terms of shares of contingent or the regional portion of the tax, and in per capita terms. A similar recommendation included in the new version of the law “On general principles…” worked out by the Commission for Division of Powers envisages that laws of RF subjects may set forth uniform rates of allocation of revenues generated by federal and regional taxes and charges due to budgets of RF subjects in accordance with the Budget Code of the Russian Federation and (or) legislation of the Russian Federation for all municipal entities (settlements or municipal districts in terms of this law) of the respective RF subject. At the same time, it is prohibited to set these standards in laws on budgets of RF subjects or other laws valid for limited terms. 

The problem of the legislative guarantees of the independence of local authorities as concerns formation and execution of local budgets is rather complicated. The new draft law “On general principles…” contains several important stipulations in this sphere. For instance, there is formulated the general thesis according to which the formation, approval, and execution of local budgets and oversight of their execution shall be independently carried out by local authorities in compliance with the requirements set by the federal and regional legislation. However, such a general statement will hardly result in a considerable enhancement of budgetary independence of municipal entities, the more so that regional legislation may contain rather significant restraints in this sphere. However, the stipulation of the law envisaging that local authorities independently set the size and terms of remuneration of labor of municipal officials, employees of municipal enterprises and organizations, municipal minimal social standards, and other expenditure standards of local budgets for settlement of problems within local competence may have much more serious positive consequences.

It is also necessary not only to include new stipulations in the legislation, but to abolish the legislatively fixed provisions setting unjustified restrictions on the budgetary independence of municipal entities. For instance, it would be feasible to exclude Article 39 (2), which in fact envisages the possibility of compulsory centralization of revenues of local budgets actively used by regional authorities in order to infringe on the rights of local authorities. In principle, this article might be replaced with provisions envisaging voluntary centralization, although this necessity is not sufficiently apparent.   

It would be feasible to legislatively prohibit regional authorities to set additional restrictions on the budgetary independence of municipal entities not stipulated by federal laws.  

The issue of administrative mechanisms related to the formation and execution of local budgets, i.e. the extent of centralization of tax administration and execution of budgets via the treasury, also plays an important role in ensuring budgetary independence of municipal entities. 

 The law on financial principles of local self-governance stipulates the possibility to establish municipal treasuries and tax agencies. As concerns the treasuries, this stipulation is confirmed by the Budget Code (Article 151 (7)), and there has been accumulated considerable experience of functioning of such treasuries
. As concerns tax agencies, at present there is envisaged only the possibility to conclude agreements between local authorities and the federal tax service concerning the issue of collection of local taxes. At the same time, in the case local taxes make a significant portion of local budgets, the creation of municipal tax agencies is a normal alternative to agreements with the federal tax service. Otherwise, monopolistic trends may form in the activities of the latter, what may result in overpricing of servicing of local budgets (in the case agreements are concluded on paid basis), disregard of municipal interests as being of minor importance, etc. 

An apparent advantage of local tax agencies is that in the case there are introduced local taxes, respective administrative costs shall be taken into account, what makes unfeasible to impose taxes bringing low profit and requiring complicated administration. The potential flaws of this measure are determined by probable additional expenses borne by taxpayers because there appears yet another agency involved in tax inspections. This flaw may be rectified by separating payers of local taxes and taxes set at other levels. As concerns the recommended approach to local taxes, this flaw could not be neutralized only in the case of real estate owned by legal entities in transition to the local property tax.   

In any case, it is necessary to enhance the responsibilities of the federal tax service as concerns the furnishing of information to municipal entities about taxes, including federal and regional taxes, collected in their territories (even in the case one tax agency functions in several municipal entities, the data shall be collected and processed separately for each municipality). 

Fair principles of federal aid to municipal entities 

The Budget Code only outlines the forms of financial aid provided to municipal entities by RF subjects (Article 139), what does not protect municipal entities from unjustified decisions of regional authorities. At the same time, it would be wrong to regulate the process of provision of financial aid at the regional level in detail, since complete uniformity of approaches, inevitably oriented towards most depressive regions, may in fact result in deterioration of institutional environment in RF subjects where this environment is more favorable. It is not apparent that the legislation shall define a concrete formula of distribution of resources of the fund of financial support of municipal entities as it was in fact done in the law “On financial principles…” It also would not be feasible to set for RF subjects a concrete list of funds of financial aid by analogy with those formed at the federal level. In the most broad way, there may be set forth two funds – the fund of unconditional financial aid (there may be retained its traditional denomination – the fund of financial support of municipal entities) and the fund of conditional financial aid. It appears most feasible to define in the legislation the broad principles of provision of financial aid and introduce restrictions to the maximal extent protecting municipal entities from the subjectivism and unfair decisions on the part of higher levels of authority.   

For these purposes it appears necessary to limit the list of forms of financial aid to municipal entities, since otherwise, even in the case the mechanisms of support defined in the legislation are tightly regulated, there will appear additional forms permitting to subjectively distribute financial resources. The forms of financial aid defined in the legislation may include the following: 

· unconditional financial aid (financial support)
 provided for settlement of problems within local competence; 

· conditional financial aid in the form of subventions and subsidies aimed at the compensation of expenditures borne in relation to the exercising of state powers and losses arising as a result of decisions taken by higher level authorities; 

· urgent financial aid provided in emergency situations (natural calamities, catastrophes, etc.). 

It would be possible to allow provision of financial aid to municipal entities not included in this list limiting it by the following conditions. Financial aid may be provided on the basis of separate legislative acts adopted by the Russian Federation or RF subjects. Such a legislative act shall stipulate: 

· unified formalized criteria making municipal entities eligible as recipients of financial aid; 

· formalized procedures governing the provision of financial aid; 

· transparent distribution of financial aid. 

At the same time, municipal entities shall not be provided financial aid in any form on the basis of individual decisions of executive authorities of RF subjects
. 

It is especially important to legislatively fix guarantees of transparency of information about distribution of financial aid. It is necessary to make authorities of RF subjects to monthly publish in regional press and on the regional web sites information about: 

· amount of the funds of conditional and unconditional financial aid and other funds formed at the level of RF subjects; 

· estimated and actually furnished financial aid to each municipal entity (classified in unconditional, conditional, and other types of aid);  

· forms of provision of financial aid (for instance, as concerns unconditional financial aid – in the form of grants or assignment of additional rates of tax allocations, as concerns unconditional financial aid – in the form of subsidies and subventions as broken down by the exercise of concrete powers, etc.).  

Since the issues concerning distribution of conditional federal aid are closely related to the delegation of certain state powers to the local level, they will be reviewed in the following section. Here, it is important to define mechanisms of provision of unconditional financial aid from the fund of financial support of municipal entities. It appears necessary to legislatively fix the following provisions. 

Financial support of municipal entities from budgets of RF subjects shall be provided in order to settle problems within local competence. It shall be provided basing on federal laws and in compliance with legislation of RF subjects. Legislation of RF subjects shall stipulate the methods of formation and distribution of resources of the fund of financial support. Regulation of financial support shall not be provided on the basis of annually approved laws on budgets of RF subjects for the next financial year and by laws of RF subjects. 

Financial support shall be provided basing on the following principles: 

· universal character of methods of formation and distribution of funds of financial support, no special arrangements with individual municipal entities shall be allowed;  

· formalized character of methods of formation and distribution of funds of financial support – it shall not be allowed to use informal criteria for determination of the amount of financial support due to individual municipal entities; 

· long term character of methods of formation and distribution of funds of financial support; 

· unconditional character of financial support; 

· nondiscriminatory character of financial support – it shall not be allowed to discriminate against individual municipal entities as concerns determination of amount, provision, and transfer of financial support; 

· transparent character of formation and distribution of financial support; 

· independence of municipal entities as concerns disposal and utilization of funds of financial support. 

· These principles might be fixed in the legislation in the following way. 

First, it is necessary to regulate the general content of the Methods of formation and distribution of the Fund of financial support. The Methods shall contain: 

· sources and procedures of formation of the fund of financial support; 

· criteria making municipal entities eligible as recipients of financial support; 

· formalized mechanism of calculation of the amount of financial support uniform for all municipal entities. 

At the same time, it is not necessary to stipulate uniform content of the Methods at the federal level, it is important to ensure that it were regulated by the legislation of RF subjects in order to preclude subjectivism as concerns these issues. 

The Methods may be revised oftener than once in 5 years only in the case of: 

· major revision of federal approaches to distribution of resources of the Fund of financial support of regions; 

· changes in the division of powers between the regional and municipal levels fixed in the federal legislation; 

· changes in revenue sources of the regional and local levels fixed in the federal budgetary legislation; 

· major changes in tax legislation resulting in changes in amounts of tax revenues being the sources of formation of budgets of RF subjects and / or local budgets. 

In the case of a pre-scheduled revision of the Methods on grounds not stipulated by the legislation a municipal entity loses more than 5 per cent of funds of financial support in comparison with the calculations done in accordance with the preceding methods, this loss shall be compensated from the budget of the respective RF subject for the whole term of validity of the Methods stipulated by the legislation.  

Second, it is necessary to form realistic and adequate recommendations and restrictions on regional mechanisms of calculation of resources of the fund of financial support due to each municipal entity. It would be feasible to fix in the legislation two methods of allocation of these resources – on per capita basis and using formalized mechanisms of equalization of budgetary security. In the case a subject of RF chooses to use both these mechanisms, the distribution of resources between these mechanisms shall be fixed in the Methods. 

Allocation of funds basing on the per capita principle may be extended to all or some municipal entities in the region eligible as recipients of resources from the fund of financial support. In the case this mechanism is extended only to some municipal entities, the Methods shall include formalized criteria of allocation of this portion. At the same time, no differentiation of per capita standards applicable to different municipal entities shall be allowed.   

The use of a formalized mechanism of equalization of the budgetary security requires to define indicators suitable for calculation of concrete amounts due to each municipality. In theory, it would be more correct to calculate tax generating capacities and (probably) expenditure needs of each municipal entity. However, these calculations are rather complicated, and it is not apparent that all regions are able to provide reliable information and have personnel sufficiently qualified to adequately do such calculations. At the same time, it would be inadmissible to allocate funds of financial support for defrayal of actual expenditures of municipal entities, what may result in bloating of municipal expenditures and, in particular, prevent optimization of the budgetary network. In this situation, it is recommended to fix in the legislation a compromise variant envisaging the possibility to use regional averages of actual revenues and expenditures of municipal entities for distribution of this portion of the fund of financial support. The following formulation may be included in the legislation: “For determination of the estimated budgetary security of municipal entities, it shall not be allowed to use exclusively indicators of their actual revenue and expenditures as registered in the reporting period or indicators of their revenues and expenditures as estimated for the planned period. Calculation of the budgetary security of a municipal entity shall be based on the use of average indicators of revenues and / or expenditures of budgets of all municipal entities of a RF subject, or groups of municipal entities selected basing on formalized criteria.” 

Third, it is necessary to define the forms of allocation of financial support. In principle, it would be feasible to use two similar forms: grants and additionally assigned rates of allocation of revenues generated by federal and regional taxes. At the same time, the estimated amounts of revenues from additionally assigned sources shall correspond to the estimated amounts of grants. The replacement of grants with additionally assigned rates of allocation of revenues generated by federal and regional taxes creates at the municipal level much more stronger incentives to expand the tax base and enhance effectiveness of budgetary policies. However, there arises the problem of the mechanism of such a replacement. 

The draft new version of the law “On general principles…” in this relation envisages that grants from the regional fund of financial support may be in full or in part furnished via assignment of additional rates of allocation of revenues generated by federal and regional taxes and charges to budgets of municipal entities. This approach rises a certain objections. Assignment of additional rates of allocation on account of financial support on the part of RF subjects does not require consent of local authorities. At the same time, it is probable that revenues from additionally assigned revenue sources in practice will not correspond to the estimated  amount of grants. Therefore, additional financial risks will be passed on municipal entities what, at the same time, may result in misuse of funds.  

It appears that in this case there should be used agreement mechanisms. The form of allocation of financial support shall be set basing on mutual agreement of each municipal entity and the respective RF subject prior to the approval of the regional budget for the next financial year. Agreements on full or partial replacement of grants with assignment of additional revenue sources shall be supplemented to the regional law on budget. At the same time, municipal entities may launch initiatives to conclude agreements with RF subjects on long term (not less than for 4 years) assignment of additional rates of regulating taxes on account of financial support. The possibility and terms of such agreements shall be stipulated by the methods of distribution of financial support
.  

Forth, it would be feasible to limit control of RF subjects over the utilization of the funds of financial support to the necessary minimum. It appears that from this point of view in the majority of cases these funds shall be equated with own funds of local budgets. It would be feasible to reformulate Article 140, which grants RF subjects the right to inspect any local budget – recipient of financial aid and revert to the stipulations of the law “On financial principles…,” which granted to higher authorities only the right to inspect utilization of conditional funds (subsidies, subventions), and envisage the right to inspect budgets of heavily subsidized municipal entities and municipal entities unable to service and repay their debts
. At the same time, RF subjects shall have no right to introduce additional forms of control, procedures of approval of expenditures of local budgets, requirements of compulsory centralization of certain types of expenditures as a condition of provision of financial support, as well as furnish conditional funds (subsidies and subventions) for the settlement of problems defined by the RF legislation as problems within local competence. 

Financing of additional expenditures borne by local authorities due to the delegation of state powers or decisions taken by state authorities 

The mechanism of financing of additional expenditures borne by local budgets in relation to the exercise of delegated state powers is a most complicated financial problem of local self-governance. Recent practice has convincingly demonstrated that no simple solutions may be found in this sphere. The RF Constitution contains the general precept that state powers may be delegated to local authorities only in the case the adequate material and financial resources are available. This precept is further concretized in the law “On financial principles…” and the Budget Code (Articles 60 (3), 69, 83, 85 (1 – 3), 130 (4), 131). However, these stipulations do not contain any guarantees that local authorities would be compensated for the exercise of state powers, in fact passing on them the total responsibility for fulfillment of decisions taken by state authorities. At present this problem causes the greatest financial difficulties in the activities of local authorities. 

The Commission for Division of Powers took a rather resolute stand on the issue of financing of state powers. The draft new version of the law “On general principles…” stipulates the following: 

· delegated state powers shall be financed at the expense of subventions to local budgets from higher level budgets; 

· the funds allocated to ensure exercise of powers of local authorities relating to settlement of problems within local competence and funds allocated to ensure exercise of certain state powers shall be allocated, utilized, and accounted for separately; 

· laws envisaging delegation of certain state powers to local authorities shall contain the methods of calculation of standards applicable for estimation of the total amount of subventions necessary for exercise of respective powers; 

· local authorities shall be responsible for exercise of certain state powers delegated to them within the scope of subventions provided to them; 

· subventions shall be provided from the regional compensatory fund created in the budgets of RF subjects; 

· in the case normative and legal acts of state authorities are inconsistent with the legislatively established system as concerns the issues related to exercise of certain state powers by local authorities, they may be disputed in court; however, such an inconsistency shall not be the justification of noncompliance with respective acts.  

This mechanism is much better in comparison with the current practice, however, it is apparent that in cannot completely settle the problem of financing of state powers. For instance, it remains unclear how the standards of provision of subventions shall be formed in the case of a decision allowing certain categories of residents to pay 50 per cent of housing and public utilities charges, or certain privileges are granted basing on the criteria of needfulness.  

However, implementation of this approach encounters not only technical obstacles. In the situation where local authorities cannot evade exercise of state powers, the real financial responsibility for their adequate financing becomes blurred. Therefore, many of absolutely correct in their essence ideas included in the draft of the new version of the law may remain only declarations or be complied with only formally and not ensure real financing of state powers (for instance, in the case the standards of financing do not correspond to real expenditures for exercise of respective powers, or in the case the allocation of these funds does not correspond to the real distribution of responsibility for financing of powers, etc.). 

In order to understand the real state of the problem and find approaches to its settlement, it is necessary to review the actual situation of state powers more thoroughly. 

Apparently, two different but interrelated issues exist in the framework of this problem: exercise of powers, which according to the legislation are vested with state authorities, by local authorities and responsibility of local authorities for financing of decisions taken by state authorities.   

As concerns the first problem, its scope is apparently overstated. Taking into account the very broad range of powers the current law “On general principles…” lists among the problems within local competence, the list of state powers is not very long. It includes primarily functions related to registration of residents, civil registration, sanitary and epidemic inspection, mobilization preparedness of the economy, civil defense, etc. Some state functions were not delegated to, but assumed by municipalities compelled by the situation. First of all, it concerns financial support of territorial offices of state agencies.    

The new version of the law “On general principles…” envisages that some issues previously included in the list of problems within local competence shall be vested with the state. The proposed changes will most significantly affect the sphere of education: local authorities will be relieved of responsibilities for financing of the educational process, this responsibility shall be vested with regions. It remains unclear how the mechanism of multi-channel financing of education shall function. Moreover, it does not appear feasible to divide this on the whole integral sphere in problems of state and local competence so rigidly. Probably, the settlement of the issue of financing of the educational process may be achieved basing on agreements between RF subjects and municipal entities, at the same time, in the case the financing remains vested with the local level, it shall be assigned additional revenue sources. 

In fact, an acute problem is that responsibility for financing of decisions taken by state authorities is passed on local self-governances (so called problem of non-funded mandates). However, these mandates may be of different types, so respective financing shall be organized in different ways. 

So called classical mandates are related to rules, standards, regulations, and similar decisions of the central government resulting in additional expenditures of economic agents, for instance, local authorities. These mandates include, for instance, construction and environmental standards, etc. Traditionally, these mandates are not additionally financed, although in many countries it creates serious financial problems for local authorities. 

Another type of mandates is decisions of state authorities stipulating concrete financial obligations to certain categories of population. These mandates may include laws on veterans, disabled, etc. For convenience, they may be defined as direct mandates. Apparently, in this case there shall be applied the most strict rules governing the delegation of state powers to the local level – such expenditures shall be in full financed by state authorities via subventions and local authorities shall be granted the right to refuse to finance such mandates. 

Between these two extremes there may exist intermediate cases, which are most difficult to analyze, since it is rather difficult to clearly discern problems in local competence and state powers. For instance, there may arise situations where the decision concerning a mandate is taken by a state authority, while the terms of its implementation and factors determining necessary amounts of financing are primarily formed at the local level and depend on decisions of local authorities. In this case it appears feasible that local and state authorities would co-finance such mandates, therefore RF subjects shall respectively subsidize local authorities. The best example of adequacy of this approach is housing allowances. 

Therefore, following the logic of the new version of the law “On general principles…” envisaging that local authorities shall exercise state powers, it is necessary to amend the proposed stipulations aiming both to tighten and moderate existing provisions. For instance, it is necessary to introduce the conditions and procedure of refusal of local authorities to exercise state powers in the list of issues to be reflected in the legislative acts envisaging delegation of certain state powers to local authorities. 

At the same time, it is feasible to renounce the rigid division of education in problems within state and local competence and envisage alternative variants of financing in this sphere (at least for the present, and more clearly evaluate the situation at the time when it is possible to analyze the gained experience). It is also necessary to clearly define the conditions under which financing of state powers may be carried out via subsidies and not subventions.  

However, in the case the problem of delegation of state powers is discussed in the framework of alternative propositions concerning the reform of local self-governance as presented in Chapter 1, approaches to its solution become more complicated. In the case the state authorities may choose to whom  delegate state powers, the process will inevitably acquire agreement character. At the same time, the RF Constitution contains a provision stipulating that state powers may be delegated to local authorities only in the case it is done via legislation. Apparently, the authors of the Constitution intended to curb subjectivism concerns this problem, however, in practice it brought about opposite results. A possible way out of this situation is to adopt regional framework laws stipulating the general principles of delegation and financing of state powers and providing that agreements, which are to be ratified by legislatures of RF subjects, were made with each municipal entity. At the same time, all requirements concerning the normative and legal regulation of this process shall be retained.   

Responsibility of local authorities for effectiveness of municipal budgetary policies 

Tight budgetary constraints shall be applied as concerns budgets of municipal entities enjoying real autonomy in order to make them really responsibility for effectiveness of municipal budgetary policies. In the situation where tighter budgetary constraints are introduced, some administrative methods of control over municipal budgetary policies may be moderated, at the same time, penalties for failures to meet financial obligations and overall ineffectiveness of municipal finance shall be significantly tightened.   

First of all, there shall be tightened responsibility for real balancing of local budgets. Such a radical measure as prohibition of deficits of local budgets in fact does not produce positive results; to the contrary, the consequences will be negative. The fact is that the existing budgetary procedures allow passing the real deficit of local budgets on municipal unitary enterprises and organizations, while the resulting accounts payable is not reflected in the budget. Regular bankruptcies of municipal unitary enterprises are in fact a form of defeasance of budgetary debts. At the same time, borrowings, including those for investment purposes, are a source of defrayal of the budget deficit. Therefore, without changes in the legislation, in practice the prohibition of budget deficit means the prohibition of borrowings.     

It would be feasible to prohibit not budget deficit per se, but budget deficit without clear indication of the sources of its financing, what requires to tighten stipulations of Articles 92 (1) and 96 of the Budget Code. At the same time, it is necessary to maximally limit (and ideally – exclude) possibilities of local budgets to pass own accounts payable on municipal enterprises and organizations. Perhaps, local authorities shall be compelled to become parties of contracts with suppliers of goods / works / services for municipal needs, the procurement of which is in full or partially financed from local budgets, assuming obligations to finance the budgetary share of respective expenditures
. Such a stipulation might be introduced in the law “On general principles…” 

The Budget Code sets forth the following limitations on the amount of debt and amount of municipal borrowings: 

· deficit of local budgets shall be at or below 10 per cent of the amount of revenues of local budgets excluding financial aid (Article 92 (5)); 

· marginal amount of municipal debt shall be at or below the amount of revenues of the respective budget excluding financial aid (Article 107 (2)); 

· marginal amount of expenditures for servicing of municipal debt shall be at or below 15 per cent of the amount of expenditures of municipal budgets (Article 111); 

· marginal amount of municipal guarantees to municipal entities receiving financial aid for equalization of budgetary security shall be at or below 3 per cent of expenditures of local budgets (Article 134 (3)). 

Such a set of limitations is too detailed and in fact does not allow municipal entities to pursue reasonable debt policies. For instance, in the case the marginal amount of municipal debt is limited, it in fact equates short term and expensive credits with long term and inexpensive ones. Borrowings of municipal entities are strictly limited even in the case they are able to service and repay accounts payable. Regulation of the amount of deficit is also in fact a limitation on borrowings, since exactly borrowings are major source of financing of the budget deficit. 

The marginal amount of servicing of municipal debt is the most adequate constraint in borrowing policies. At present it is set at 15 per cent of the expenditures of municipal budgets. However, in this context it would be more feasible to link the capacity to service the debt not to the amount of expenditures, but to the amount and source of revenues. Sources of servicing of the debt may include not only own revenues of local budgets, but also unconditional financial aid, although in this case the reliance on own revenues is preferable. Moreover, taking into account the growing need for borrowings for financing of capital expenditures, this limitation might be relaxed. 

Proceeding from the aforesaid analysis, it would be feasible to set base limitations on expenditures for servicing and repayment of the municipal debt at 25 per cent of own revenues of local budgets or 20 per cent of revenues including unconditional financial aid. The legislation shall include both limitations and grant municipal entities the right to use most suitable option (apparently, the first option is preferable for donor municipalities, and the second option – for subsidized municipal entities). For formalized analysis of the impact of such a dual limitation on motivation of municipal entities, see Annex 9.2. 

Taking into account the fact that short term motivation of local authorities prevails, the marginal amount of borrowings may be used as an additional limitation, however, the limit shall be significantly increased as compared with the present level. The concrete parameters of such limitations will depend on the final estimation of the scope of powers at the municipal level and, accordingly, sizes of local budgets. It would be feasible to abolish limitations on the amount of deficit and marginal amount of guarantees as concerns municipalities receiving financial aid. 

The Budget Code (Article 112 (4)) stipulates the following measures to be undertaken by regional authorities in the case municipal entities exceed aforesaid budgetary parameters and fail to ensure servicing and repayment of municipal debts: 

· audit of local budgets; 

· passing of control over execution of local budgets to the authority executing the budget of the RF subject; 

· other measures stipulated in the budgetary legislation. 

The program of development of fiscal federalism till 2005 develops further these ideas introducing three cases when control over budgetary operations of municipal entities may be tightened:  

· heavily subsidized municipality; 

· municipality experiences financial crisis (fails to meet the standards of balanced budget); 

· municipality under the regime of external financial management (fails to meet the obligations to the population, recipients of budgetary funds, creditors, including the federal budget). 

On the whole, the approach envisaged in the Program of development of fiscal federalism appears to be absolutely correct – while ensuring broad financial autonomy of local budgets, it is necessary to “penalize” those irresponsibly using this autonomy by introducing stricter control. Moreover, it would be feasible to begin to take this approach exactly at the municipal level. In this case it would be easier than in the case of RF subjects, which, to a certain extent, are independent state entities. However, for practical purposes it would be feasible to modify the aforesaid classification. In the case two former groups of municipalities – heavily subsidized and experiencing financial crisis – characterize their own standing, the latter – under external financial management – is based on the measures undertaken at a higher level. Therefore, this classification is not homogeneous. 

It would be more correct if the legislation defined two groups of municipal entities subject to measures relating to rehabilitation of municipal finances: 

· heavily subsidized municipal entities
; 

· municipal entities unable to ensure servicing and repayment of their debts. 

The most important issue is to define each category. As concerns heavily subsidized municipal entities, it would be most logical to include in this group the municipalities defraying less than half of their expenditures at the expense of own revenues. However, in the present situation, whatever be the variant of determination of municipal powers and assignment of revenue sources, the majority of municipalities would be classified as heavily subsidized ones. Therefore, at the present state it would be more feasible to set the limit at 30 per cent, i.e. to classify as heavily subsidized the municipal entities where share of financial aid makes over 70 per cent of their budgets. The results of classification of municipal entities where financial aid makes, respectively, 50 and 70 per cent of their budgets are presented in Table 9.1.  The calculations concerned 12 regions and were based on the data for 10 months of 2002; it was assumed that revenue sources were assigned to municipal entities as recommended in the preceding chapter. 

Table 9.1

Shares of municipal entities as broken down by the rate of subsidizing (assignment 
of revenue sources according to variant 1.1 for defrayal of expenditures calculated 
on the basis of data for 10 months of 2002) 

	Group No.
	Regions
	Share of municipalities receiving financial aid (%)

	
	
	below 20%
	20% to 50%
	over 50%

	1
	Yevreyskaya AO
	0
	0
	100

	
	Komi-Permyak AO
	0
	0
	100

	2
	Amur oblast
	0
	30
	70

	
	Kabardian-Balkarian Republic
	0
	55
	45

	3
	Rostov oblast
	2
	24
	74

	
	Tver oblast
	10
	22
	68

	
	Chuvash Republic
	0
	4
	96

	4
	Novosibirsk oblast
	12,5
	12,5
	75

	
	Saratov oblast
	26
	33
	41

	5
	Krasnoyarsk krai
	5
	16
	79

	
	Leningrad oblast
	35
	23
	42

	
	Sverdlovsk oblast
	48
	21
	33

	             Sample total 
	16
	21
	63


As concerns municipal entities unable to ensure servicing and repayment of their debts, in this case not infringement on the parameters set forth in the federal legislation, but the actual failure to meet debt obligations is of principal importance. Besides, the exceeding of legislatively set limitations shall not automatically result in introduction of financial sanctions, with the exception of the prohibition to make new borrowings for purposes not related to servicing and repayment of the existing debts (as it is in fact stipulated by the Budget Code at present). At this stage municipal entities shall voluntary introduce the regime of strict economy, attract additional revenue sources, etc. Regional authorities also may choose not to interfere.    

Different approaches shall be also taken with regard to municipalities subject to the measures relating to financial rehabilitation. 

As concerns heavily subsidized municipal entities, the measures undertaken by the authorities of RF subjects shall be determined by the causes of such acute need of subsidizing. These causes may vary. Probably, the source of financial problems is related to the economic crisis of a municipality, which, in turn, may be caused by temporary or long-term factors. Yet another possible problem is populism in tax policies, misuse of funds, ineffective management of municipal finances. All these factors may also work in complex.  

Regional authorities (at least those receiving unconditional financial aid from the federal budget) shall monitor financial standing of heavily subsidized municipal entities and conclude agreements envisaging joint audit of the municipal budget, municipal enterprises, organizations, and agencies with each of them and work out programs of financial rehabilitation of municipal entities basing on the results of the audit. In the situation where such programs fail to ensure the reduction of the rate of subsidization in three years or their practical implementation for three years does not bring results, regional authorities shall have the right to undertake the following additional measures:   

· initiate referendums on rising local tax rates above those recommended by the federal legislation;  

· initiate referendums on joining to another municipal entity;   

· introduce external management of finances of municipal entities. 

As concerns heavily subsidized municipal entities, there may be introduced stricter rules governing borrowing to the extent that borrowings may be made only if guaranteed by RF subjects.  

Insolvency of local budgets, i.e. its actual failure to meet own debt obligations established by arbitration courts shall result in even stricter measures on the part of regional authorities than in the case of just heavy subsidization. In this situation, authorities of RF subjects shall:   

· ensure (jointly with the committee of creditors and local authorities) elaboration of a program of financial rehabilitation of the municipal entity and its approval by the representative body of the municipal entity;  

· introduce external management of finances of the municipal entity in the case local administration infringes on the conditions of the approved program; 

· ensure compulsory repayment of the debt in amount at or below 20 per cent of revenues of the local budget at the expense of unconditional financial aid and the share of federal and regional taxes due to the municipal entity in case it fails to implement the program. 

It is also necessary to introduce in the legislation the stipulation that statutes of municipal entities shall set forth procedures governing the pre-term recall of heads of municipal entities and pre-term elections of representative bodies of municipal entities in the case of implementation of ineffective budget policies resulting in heavy subsidization or insolvency of municipal entities.  

Annex 9.1 

Recommendations on granting local authorities 
the right to impose special fees 

The law “On general principles…” currently in force and the draft new version of this law stipulate that municipal expenditures may be financed by the way of self-taxation understood as non-recurrent payments of citizens allocated for the settlement of concrete problems within local competence. The decisions concerning the imposition or utilization of such funds shall be taken by local referendums or meetings of citizens. The amount of payments shall be set in absolute terms equal for all residents of the respective municipal entity. No other limitations are set on this source of financing. 

In principle, it would be possible to permit to impose similar mandatory payments by decisions of representative bodies of local government
. However, in this case the legislation should more tightly regulate the terms and procedures governing the imposition of such payments. 

For instance, special fees shall not be imposed to defray budget deficit or finance current standing expenditures, and decisions on the imposition of such fees shall indicate concrete objects of financing. Statements of expenditure of these funds shall be annexed to the reports on execution of budgets. Information relating to the utilization of special fees shall be transparent and the annual report shall be published in the local press. 

Payers of such fees shall be clearly defined. It would be feasible that the payers were permanent residents of respective municipal entities. Persons temporary registered in a municipal entity may be payers of special fees in the case the term of the temporary registration exceeds one year. Special fees shall be determined in absolute terms, at the same time there shall be set the maximal limit of the amount of the fee annually paid by a resident. It would be also feasible to permit limited differentiation of the amounts of such fees at the same time taking measures preventing the conversion of such fees in taxes on non-residents, the rich, etc. Special fees may be administrated similarly to local taxes.  

The possibility to impose special mandatory fees somewhat mitigates the consequences of fixation of a closed list of local taxes offering local authorities an opportunity to attract additional funds ensuring at the same time the conditional character of utilization of these funds and special attention of the population that these funds were expended for stipulated purposes. Special fees are an alternative to shaking funds necessary for settlement of urgent problems out of higher level budgets and therefore they facilitate tighter budgetary constraints in the framework of fiscal federalism. At the same time, since the imposition of such fees is an unpopular step, local authorities will have to seek for alternatives, for instance, pay more attention to attraction of borrowings, private investment, and creation of favorable investment environment. 

Annex 9.2 

Consequences of the introduction of limitations 
on municipal borrowings: a formalized analysis 

The recommendation to set the base limitation on municipal borrowings as concerns the determination of the annual amount of obligations relating to servicing and repayment of the municipal debt at 25 per cent of own revenues of local budgets or 20 per cent of revenues including unconditional financial aid and grant municipal entities the right to independently choose the most suitable option requires an analysis of consequences of such a decision and its impact on the motivation of municipal entities. 

There is the formal substantiation of consequences of apportioning of different shares of municipal budgetary revenues for servicing and repayment of debts. 

Here O1 is the expenditures for servicing of the debt depending only on own revenues of the local budget (D), and O2 is the expenditures for servicing of the debt depending on the revenues including unconditional financial aid (Tr). Besides, let (i be the maximal percentage of revenues allocated for servicing of the debt in accordance with the i-th method (i = 1, 2).

Therefore: 
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In order that the municipal entity could use any criterion, it is apparently necessary that O1 = O2. Therefore, values (1 and (2 shall relate as 
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Therefore, in order it would be feasible for the municipality being a recipient of financial aid to choose the second method of estimation of funds for servicing of the debt, it is necessary and sufficient that the formula were as follows:  


[image: image5.wmf]2

2

1

a

a

a

-

³

D

Tr

. It means that transition to the second method of calculation of funds for servicing of the debt occurs in the case the amount of transfer exceeds 
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 of own revenues of the municipality. For instance, in the case (1 = 25%, (2 = 20%, the transition to the second method of calculation of funds for servicing of the debt occurs if financial aid exceeds one fourth of own revenues of the municipality. (
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In other words, municipalities defraying more than 75 per cent of municipal expenditures at the expense of own revenues may borrow more. On the one hand, it lessens the risks to default on debt obligations, since own revenues may be viewed as a more stable source of funds than financial aid. On the other hand, it adequately motivates local authorities to maximally utilize the capacity of self-financing. 




� The level ensuring the maximal possible defrayal of expenditures is defined as that not causing significant redistribution of funds in favor of well-off municipal entities, what would increase their surpluses and destabilize the financial system at the regional and local level. The calculations, the results of which are presented in preceding chapters, were in fact aimed to determine such a level.


� In this case it is very important to comply not only with the letter, but also with the spirit of the law. For instance, in the case state regulation determines the marginal rate of a local law, while local authorities are allowed to vary this rate, the fixation of the marginal rate at a low level, which in practice does not allow to vary it, means in fact an infringement on the rights of local authorities. 


� However, in this case it would be more correct to discuss not the transformation of this tax in a local one, but enhancement of rights of local authorities to regulate this tax regime. 


� For discussion of the practice of organization of municipal treasuries in Bratsk, Rostov on Don, Tyumen, Nefteyugansk, and Mezhdurechensk, see Finansy, 2000, No. No. 3, 6, 9. 


� In this case, it is suggested to define these terms more precisely. It is suggested to define financial support as assignment of unconditional grants for settlement of problems within local competence. Financial aid may be defined in accordance with the Budget Code as all types of funds assigned to municipal entities from higher level budgets, including grants, subventions, subsidies, etc. 


� There may be exceptions like special types of financial aid furnished in the case of emergencies; however, the respective procedures shall be set forth in the federal and / or regional legislation.  


� The agreements made for terms exceeding one year shall be annually supplemented to the regional budgets for the respective term of validity and be re-approved in the course of the approval of the budget. 


� The characteristics of heavily subsidized municipal entities and municipal entities unable to service and repay their debts will be discussed below. 


� The positive experience of implementation of such trilateral agreements exists in heat supply, where the organization managing housing assumes obligations concerning payment for services due from households, while the local authorities assume obligations concerning payments for services due from the budget.   


� It is apparent that in relation to heavily subsidized regions where the majority of municipalities conform to this definition, it makes sense to settle this problem in a complex way both at the regional and municipal levels. As concerns regions with high levels of financial self-sufficiency, this problem may be resolved at the regional level.  


� Prior to the enactment of the Tax Code, the local authorities had had the right (in accordance with the law on the principles of the tax system of the Russian Federation)  to impose special fees on citizens, enterprises, institutions, and organizations for financing militia, improvement of territories, education, etc. However, first, the amount of fees, especially those paid by households, was strictly regulate and could not play a significant role in financing of municipalities (although the scavenging fees generated up to 25 per cent of the total tax revenues of certain municipalities in certain periods). Second, these fees were targeted to finance the day to day operation of municipal entities and not concrete non-recurrent needs. 
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