
Chapter 11. Municipalities: Status and Responsibilities, 
Budgeting and Accounting

A. Introduction

The current situation in which local governments in most countries have experienced increased expenditure responsibilities without compensating grant increases has heightened the pressure on the local revenue base.
 To cushion the impact of higher local taxes and user fees, municipalities have become more and more vigilant in searching for efficiencies and cost savings in the way in which local services are provided. In some municipalities and in some countries, this has led to contracting out specific municipal services and the use of public-private partnerships.
 In virtually every municipality and every country, it has led to a search for improved efficiencies and effectiveness in the delivery of municipal services. At the core of these initiatives, is an important role for municipal budgets and accounting systems. Although budgets have always been important as a means of controlling municipal expenditures and identifying revenues, the way they are structured, the information they provide, and their importance in managerial decision-making has grown significantly over the last few years and is certain to increase as municipalities face increasingly critical expenditure and revenue decisions. 

This paper is divided into a four parts following this introduction. Although the analytical part is devoted to budgeting and accounting issues as identified in the title, part B provides an overview of municipalities and their relationship to senior levels of government in selected federal countries – Australia, Germany, Switzerland, United States, South Africa and Canada. The constitutional status of municipalities is summarized, as is the nature and extent of federal and provincial/state involvement in municipal spending and revenue activities. Fiscal imbalance and fiscal sustainability are also discussed. 

Part C outlines the important role that municipal budgets ought to play and comments on the way in which they ought to be structured. Part D describes and examines the importance of municipal accounting systems and reporting and how this is tied into the municipal budgeting process. Part E describes and comments on the importance of using municipal budgets as a monitoring and control mechanism. 

The paper is both descriptive and prescriptive. Part B is primarily descriptive. Parts C, D and E are more prescriptive because they concentrate primarily on the design or structure of municipal budgets and accounting systems that will best enhance the efficiency, accountability, transparency and effectiveness of municipal government operations. Part F summarizes the paper.

B. Overview of the Municipal Sector 
This overview of the municipal sector concentrates on the above mentioned federal countries. It starts with a brief review of the constitutional status of municipalities in these countries. This is followed by a summary of the nature and extent of the federal role and then, the nature and extent of the provincial/state role. A brief summary of municipal expenditure responsibilities and revenue sources is provided as is a discussion of fiscal imbalance and its relevance. 

B.1 Constitutional Status in Federalist Countries

There is no singular or uniform approach to the constitutional status of municipalities. In some countries, municipalities are explicitly recognized in the constitution, while in other countries, they are not recognized. 

Australia: Municipalities receive no formal recognition in the national constitution (1901) except for the Australian Capital Territory (primarily Canberra) which does have autonomous representation in the Senate. In the recent past, constitutional entrenchment has been proposed as a measure to enhance the financial security of local government, enshrine its autonomy, and protect its existence from dismissal by state governments. A 1988 referendum to include local government in the national constitution, however, was defeated decisively. 

Germany: Local government is formally recognized in the constitution and the right of local government to regulate local affairs is expressly guaranteed. The primary relationship of local government, however, is with the land (middle level of government) and not the federal government (Berlin, the capital city, has autonomous representation in the Senate). The laws on local self-government explicitly permit different patterns of institutionalized cooperation between local authorities. These include ‘working groups’; ‘public law agreements’ by which one participant assumes the administrative responsibility for one or more common functions or permits use by other units of its facilities; ‘special-purpose associations’ which are public corporations created for the purpose of executing one or more public tasks; and the ‘association of villages’ which assumes responsibility for tasks that require greater resources in personnel and revenue than the member villages possess on their own. 

A major motivation behind Germany’s constitution was to provide a federal framework in which the lander have considerable autonomy, but the historical outcome has been different. In most areas, the primacy attached to federal legislation leaves little room for individual state autonomy. At the same time, states are collectively allowed an important say in federal decision-making through representation in the second chamber of government where each state has between 3 and 6 representatives depending on size. German federal relations, therefore, are based on inter-governmental cooperation and co-ordination of policies.

Switzerland: Under the constitution (1848), cantons retain all responsibilities unless these are specifically ceded to the central government. As such, there is no constitutional recognition of municipal government and municipalities are essentially creatures of the cantons. 

United States: Municipalities receive no explicit recognition in the American Constitution (1789). They fall within the residual powers exercised by state legislative assemblies. Washington, D.C., has no independent or special Senate representation. 

In several U.S. states, municipalities have the option of adopting Home Rule status or remaining under general law. Home Rule status is a legal right that gives greater discretionary authority to municipalities by allowing them to draft, adopt and amend constitutional Charters and govern their own affairs without legislative interference by the state government.
 While this provision is designed to increase local autonomy, it does not prevent the State from controlling the fiscal capacity of local governments.

South Africa: While municipalities are creatures of the province with their responsibilities amounting to those devolved to them by the province and/or federal government, section 174(3) of the Interim constitution states that local government should be autonomous. 

Canada: Section 92 of the Canadian Constitution Act mentions that “Municipal Institutions in the Province” are under exclusive jurisdiction of the provinces. Therefore, any powers or responsibilities that municipalities have are solely at the discretion of provincial governments. Ottawa, as distinct from capital cities in some other countries, is identical to all other Canadian municipalities in that it does not have representation as a capital city in either national or provincial legislatures.

B.2 Nature and Extent of Federal Role

To illustrate the relative importance of federal or central governments vis-à-vis state and local governments, Table 11.1 records the percentage of tax revenue by each level of government in our selected federal OECD countries. More specifically, the relative importance of the federal or central government varies considerably. Ignoring Australia because social security funds are not reported separately, the range extends from a low of 29% in Germany to a high of 45% in the United States. The relative importance of state/ provincial governments range from a low of 19% in the U.S. to a high of 36% in Canada and for local government, it extends from a low of 3.5% in Australia to a high of almost 15% in Switzerland.

In most countries, the federal government has little involvement with the affairs of local government. Local government tends to be creatures of the province or state and therefore, independent of the federal or central government jurisdiction, although federal or central governments do play a role in some instances. 

Australia: The distribution of state, municipal and central government expenditure responsibilities has left Australia with an extreme vertical fiscal imbalance. The Commonwealth government has exclusive use of income and consumption taxation. About 78% of all tax revenues go to the Commonwealth government, 18% to state governments and 3.5% to local governments (Table 11.1). 

The federal (Commonwealth) government is directly involved in the fiscal activities of local government through the provision of direct grants to municipalities; grants to state governments earmarked for local use; and general purpose (unconditional) grants. Direct grants are provided under the authority of the Grants Commission Act 1973, which marked the first peacetime interaction to take place directly between the Commonwealth and local governments. The list of major direct grants include the Aged or Disabled Persons’ Home Act, the Home Nursing Subsidy Act, the Delivered Meals Subsidy Act, the Handicapped Persons Assistance Act, and the Homeless Persons Act.

Commonwealth grants made to state governments and earmarked for local programs cover home services, senior citizens’ centers, preschools and child care centers. General purpose grants are dispensed through structures that require the Commonwealth government to set conditions for the use of monies by local governments, thus ensuring the importance of the federal government in local activities.

Table 11.1

Share of Tax Revenues by Level of Government 
in Federal OECD Countries, 1998 (%)

	Country
	Federal or Central Government
	State or Provincial Government
	Local Government
	Social Security Funds*

	Australia

Canada

Germany

Switzerland

United States
	%

78.4

41.0

29.4

39.1

45.1
	%

18.0

36.3

22.0

19.5

19.2
	%

3.5

8.9

8.0

14.8

12.0
	%

---

13.7

40.5

35.7

23.7


* Social security funds are frequently separated from other levels of government because it is sometimes a federal responsibility and sometimes a regional responsibility. Where its responsibility rests depends on the constitution of the country. As well, it is almost always treated as a separate tax and evaluated independently of income or payroll taxes.

Source: OECD (2000), Revenue Statistics

The Commonwealth Government also provides untied general revenue assistance (or financial assistance grants) to the States and the Northern Territory for distribution to municipal councils. This is divided into general purpose grants and local road grants. General purpose or unconditional grants are divided among the States and Territories according to population. The allocation of road grants across all States and Territories is fixed at a specific percentage of the total for each of the recipients. In each state or territory, a State/Territory Grant Commission is responsible for allocating Commonwealth general revenue assistance to municipal councils in accordance with the Local Government Act 1995 and approved national distribution principles.
 Each Grant Commission is an independent statutory body that operates under the provisions of the Commonwealth Local Government (Financial Assistance) Act, 1995. 

Given the important role played by the Commonwealth government in local financing, it is not surprising to observe that local government has become increasingly interwoven with the federal bureaucracy. This has generally arisen because local actions and initiatives have been driven, from time to time, by the presence or availability of grant funding.

Germany: In assigning expenditure responsibilities to various levels of government, the German constitution follows the subsidiarity principle (the government closest to the people provides the service). In practice, however, taxation powers are largely centralized and there is only limited regional and local fiscal autonomy. Slightly more than 29% of all tax revenues go to the central government; 41% to social security; and 22% to the lander and 8% to local governments (Table 11.1). Furthermore, the Federal government has virtually nothing to do with local governments. Lander are closely involved with local governments.

Switzerland: From Table 11.1, it is noted that 39% of all tax revenue goes to the federal government; 36% to social security; 20% to the cantons; and 15% to local governments. Switzerland has a highly decentralized federal structure. The Swiss Confederation consists of the Federation, Cantons and Communes (local government) that share executive, legislative and judicial powers. Several government tasks and responsibilities are shared by both Cantonal and Federal authorities. Co-operation between governmental bodies can be horizontal (between bodies at the same level, for example, Cantons) or vertical (between bodies of different levels such as between Cantons and Federal authorities). Under the constitution (1848), cantons retain all responsibilities unless these are specifically ceded to the central government. The central government has no direct dealings with municipalities. 

United States. From Table 11.1, it is noted that 45% of all tax revenue goes to the central government; 24% to social security; 19% to state governments; and 12% to local governments. While Federal intervention through fiscal aid to municipalities dates from the 1930s and President Roosevelt’s New Deal Programs, its relative importance has declined from the 1970s when it reached a peak. At that time, federal grants to large cities had increased as a result of general revenue sharing, community development block grants, and employment and training programs.

Although revenue sharing (this program operated from 1972 to 1986, but after 1980, it allocated a federally determined amount of money to local governments only) was terminated in 1986, many metropolitan cities and urban counties (called entitlement communities) continue to benefit from federal direct grants under the Community Development Block Grant (CDBG). This program provides grants designed to revitalize neighborhoods, expand affordable housing and economic opportunities, and/or improve community facilities and services, principally to benefit low- and moderate-income persons. Each year, grant funds available for entitlement communities are allocated to communities who can demonstrate relative need on the basis of the higher of two formulas. The first considers the presence of overcrowded housing in the locality, population and poverty rate. The second uses housing age, population growth lag, and poverty rate. Recipients of entitlement funds include local governments with 50,000 or more residents, other local governments designated as central cities of metropolitan areas, and urban counties with populations of at least 200,000. Local governments may carry out all activities themselves or award some or all of the funds to private or public nonprofit organizations as well as for profit entities. A separate component of the CDBG provides program funds to the States which they, in turn, allocate among localities that do not qualify as entitlement communities.

Since 1996 when the federal government devolved to the states all responsibility for public assistance to families with dependent children (AFDC), it has provided the States with a block grant for funding this program. This was intended to permit states to design their own public assistance and training programs for needy families with children. Since then, several states have increased the responsibilities of local governments in administering or funding certain government functions. This shift has occurred in different ways:

· through a direct devolution of increased responsibilities to local government in some states;

· other states have converted state aid programs into block grants, thus transferring responsibility for the management of specific programs to localities;

· still other states have combined funding streams for local aid programs to permit municipalities to have greater flexibility and control over local budgets and local provision of services.

Despite this trend toward greater devolution in the majority of states, a few have increased the role of the state and reduced the role of local government. In summary, there is no single uniform and consistent direction or trend that has emerged. 

What has emerged more recently, however, are problems created by a lack of a clear definition of responsibilities for federal, state and local government. The result has been increased federal involvement in activities historically considered to be state and local affairs. While Federal involvement usually begins with financial aid to achieve national goals, more recently it has taken the form of direct orders (mandates) to meet federal requirements, often without federal assistance. The extensive and complex nature of this involvement has been illustrated by the U.S. Advisory Committee on Intergovernmental Relations (ACIR) compilation of 3,500 decisions that refer to more than 100 federal laws that have impacted state and local government.

There is no question that there is a role for the federal government in activities that are important to the national interest or where problems transcend state lines such as dirty air or dirty water. The tendency has been, however, for the federal government to pass laws on highly visible and emotional issues that may have significant impacts on state and local governments without their consent and without regard for their ability to comply. While these actions have led to deteriorating intergovernmental relations, they serve to point out the powerful role of the federal government in the United States. Certainly, there tends to be less discussion, negotiation and consensus building between the three levels of government when compared with other federal jurisdictions. This may be noted, for example, in the recent devolution (1996) to the state governments of all responsibility for public assistance to families with dependent children (AFDC), and in the number of federal mandates that impact on the way in which both state and local governments conduct their business.

South Africa: Intergovernmental responsibilities and relations are very much in their infancy given the relatively recent Constitution in South Africa. In brief, there are three levels of government with each of them assigned specific powers, functions and financial resources. Some of these are shared and some are exclusive. Given the vertical fiscal imbalance between revenue generating powers and expenditure responsibilities of the three levels of government, the federal government provides grants to sub-national governments. Frequently, however, these transfers go directly to local governments, thus bypassing the province and consequently, reducing provincial power/control.

Canada: from Table 11.1, it is noted that 41% of all tax revenue in Canada goes to the federal government; 14% to social security; 36% to the provinces illustrating the relatively important role played by this level of government in the federalist system; 9% to municipalities. Other than some conditional grant assistance from the Federal government, there has been limited direct involvement between municipalities and the Federal government. Federal conditional grant assistance has almost always been in the form of infrastructure funds – witness the recent three way (provincial, municipal, federal) funding of municipal infrastructure programs. The Federation of Canadian Municipalities (FCM) has often exerted pressure on the federal government to grant federal assistance to local governments. In the mid-1980s, the FCM unsuccessfully exerted pressure on the federal government to permit municipalities to have direct access to income tax revenues. The mid-1990s infrastructure program, however, may be viewed as a success. The most recent example of direct federal assistance to municipalities was announced in the Federal Budget of 2000 and culminated in the signing of two agreements between the FCM and the Federal government on March 31, 2000. The agreements establish two multi-million dollar funds to encourage investment in best practice and innovative municipal environmental projects. Further, federal/ provincial/municipal cooperation has recently been observed in the three way capital infrastructure financing initiative (announced in 2001).

1. Discretionary and Ongoing Federal Commitments

Of the countries considered, the Commonwealth government in Australia is committed through the use of grants to direct and ongoing financial support for municipal governments. In the United States, there is also considerable financial support for local governments although it tends to be discretionary and may change according to federal interests and initiatives. In other words, there is no constitutional or long time commitment for these initiatives. In Canada, federal involvement through the use of specific purpose grants has been much more ‘ad hoc’ and infrequent with support almost always restricted to capital infrastructure projects and generally, in response to perceived national interests and concerns (safe water and environmental issues, for instance). The central government in South Africa has tended to provide grants directly to local governments although there is no firm constitutional basis for this - it has been the preferred choice of the central government. Central governments in Germany and Switzerland appear to have no ongoing involvement with local governments.

B.3 Nature and Extent of Provincial/State Role

While central or federal governments have limited, if any, involvement with local governments in most federalist systems, this is not true for the middle level of government in this structure - state/province/land/canton. Municipal government in every country is in some way, a creature of the province/state/land/canton with responsibilities and powers tightly controlled and restricted by this middle level of government. 

Australia: In Australia, municipalities are creatures of state governments. The states are responsible for assigning expenditure responsibilities to municipalities and for determining the revenue sources that municipalities may use to fund these expenditures.

Germany: It is the Land and not the national government that decides whether federal laws will be implemented by local governments or by the state. While Land governments share a portion of their revenues with local governments, much of this is done in a way that equalizes the local governments’ fiscal capacities and helps meet local needs. Wealthier communities qualify for fewer grants because of their higher fiscal capacity, generally these grants are only for infrastructure. Finally, all tax administration in Germany is at the land level, rather than federal or local. 

Switzerland: In Switzerland, cantons have considerable autonomy. While cantonal and local government structures have remained almost unchanged over the past 150 years, pressures for change have surfaced. Recently, some cantons have transferred (downloaded) additional tasks to municipalities even though municipalities have protested in order to retain their local autonomy and viability. These additional tasks may create serious problems for many small municipalities because they do not have the necessary resources to carry out the new responsibilities on their own. Further devolution of responsibilities to municipalities may revitalize inter-municipal cooperation that already has a long tradition in the areas of health, education, planning and sanitation. Similarly, many Cantons realize that they need to establish forms of horizontal cooperation to cope with certain problems that they cannot cope with individually. This recent willingness to move towards horizontal cooperation at both the municipal and cantonal level is largely driven by a reluctance of lower tier governments to transfer responsibilities to a higher level of government and to preserve the status quo in governing structures.

Local governments deal directly with the Cantons and not the central government. In Switzerland, grants are used to reduce differences in tax burdens across governing jurisdictions. Fiscal equalization in Switzerland is intended to compensate governments for services that benefit citizens in other jurisdictions (to compensate for spillovers) as well as to reduce differences in wealth across the country. Most transfers are from the federal government to the cantons. These ‘vertical transfers’ amount to around 3 percent of GDP with about 75 percent of these transfers linked to expenditures. About 1/3 of these transfers is dependent on the cantons’ index of fiscal strength (based on tax burden and potential resources available – the higher the tax burden, the larger the equalization payment). Fiscal equalization arrangements also exist between municipalities within each canton.

United States: Once again, municipalities are creatures of the state with spending and revenue raising powers permitted by state legislation. In some states, this legislation permits municipalities to implement sales taxes, income taxes, and fuel taxes, for example.

South Africa: Municipalities are creatures of the province with their responsibilities consisting of those devolved to them by the province and/or federal government.

Canada: Even though expenditure responsibilities and revenue generating opportunities for municipal governments are tightly controlled by provincial legislation and regulations, interprovincial differences exist in both expenditure responsibilities and the extent to which local governments rely on the different revenue sources (property taxes versus user fees) available to them. As well, there have been shifts in the provincial-local fiscal environment within some provinces over the past decade with most of the changes arising from provincial initiatives to decentralize additional spending responsibilities without the provision of additional provincial transfers or direct access to provincial revenue sources.
  

B.4 Expenditure Responsibilities and Revenues of Local Government

Municipalities are responsible for a range of services and have access to a limited range of revenue sources. The more important of these are identified for each country. 

Australia: The persistence of a multiplicity of small municipalities in conjunction with the high priority placed on equity considerations in the provision of public services (achieved through centralized/state supply) has contributed to local governments playing a relatively modest role in Australia. For example, schooling, policing and firefighting, in some cases, are provided by the State, whereas regional services that encompass numerous municipalities have been met through special-purpose statutory authorities. Municipal expenditures tend to concentrate on general government; health and welfare; housing and community amenities; recreation and culture; roads (construction and maintenance combined); and debt charges plus a variety of small miscellaneous expenditures. 

At the local level, property taxes generate over 50% of all revenues. Conditional and unconditional grants from the Commonwealth and state governments provide another 20% as do special charges (user fees). The remainder comes from a variety of miscellaneous charges (permits, licenses, rents, and so on).

Germany: Municipalities and counties constitute the two levels of local government in Germany. Except for 87 county-free cities that operate with only one level of local government, all other municipalities operate within a two-tier structure. In the two-tier systems, the county or upper-tier provides some services and the lower tier or municipalities the remainder. In the county-free cities, inter-community partnerships, inter-municipal agreements or some type of special purpose body exists for the provision of services that are more appropriately the responsibility of a level of local government larger than the city and large enough to capture spillovers, to ensure uniform standards, and to benefit from economies of scale in service provision.

The list of local expenditure responsibilities includes those that are mandatory and those that are voluntary. It is typical and includes such things as culture, recreation and parks, streets and public transportation, waste management and utilities and public housing. Other responsibilities involve somewhat more complex arrangements. For example, county-free cities are responsible for school facilities, but the state is responsible for the teachers; they share the cost of hospital construction, but are solely responsible for hospital administration and personnel; and they are also responsible for social welfare required beyond social insurance programs (for example, support of families, the aged and youth, as well as day care and kindergarten). County free cities are also responsible for safety and fire protection, whereas the state is responsible for police and other emergency services (although some of these services may be delegated to the county-free cities as well).  

Of all local expenditure responsibilities, social programs frequently represent the largest expenditure category. This is followed closely by general finances (including debt service) and by public services that include such things as drainage, garbage, recycling and public buildings.

Municipal revenues come from a variety of sources. The business tax (primarily a tax on corporate profits who’s base is determined by the central government with the local rate set by individual municipal governments) accounts for about 40% of local tax revenue after sharing. Income taxes are next in order of importance. They represent the local share of the national income and wage tax that is determined by the state and federal governments. Overall, local governments receive 15 percent of these revenues (this is stipulated in the Constitution) but the share for each municipality may vary. Revenues are distributed by state governments to local governments in originating municipalities (that is, where the taxpayer resides) up to a limit approximating 15 percent of national GDP per capita. This limits the amounts distributed to high income communities and introduces an equalizing effect. Local property taxes also exist but are considerably less important than the business tax - in many municipalities, the property tax raises about 1/6 of the revenue generated by the business tax. Fees and charges are another important source of local funds, generally accounting for considerably more revenue than the property tax.

Switzerland: The Constitution gives the federal government exclusive right to a general consumption tax, customs duties, a withholding tax on capital income and stamp duties. The federal government shares with other governments the right to levy taxes on personal income and on a firm’s profit and net worth. Cantons often allow municipalities to impose their own direct taxes by means of municipal surcharges on cantonal direct taxes. Cantons collect federal income tax on behalf of the federal government (and under its supervision) and retain 30 percent of the proceeds. Of this revenue collected by the Cantons, 17/30 remains in the canton where the tax was collected and the remainder is returned to all cantons through fiscal-equalization arrangements. Cantons and municipalities get most of their revenue from income taxes. Most of remaining canton/municipal tax comes from a tax on personal wealth and corporate net worth (net wealth tax).

Municipal direct tax revenue comes in the form of a surcharge on cantonal direct taxes. Major cities, however, tend to have structural budget problems because of inadequate revenues to fund expenditures whose benefits spillover into neighbouring communities.

United States: Municipalities within the U.S. are responsible for a range of public services including police and fire protection, local streets and roads, public transit, public recreation, libraries, water, sewer, solid waste management, land use planning, economic development and so on. Their major source of local tax revenue is the property tax, although some municipalities, mainly larger cities in some states, have access to income and sales tax revenue, and motor fuel taxes. More specifically, nearly 3700 local governments in 14 states levy income taxes. In Ohio and Pennsylvania, this tax generates over 20 percent of local tax revenue. In Maryland, it generates about 30 percent of all tax revenue. In a few cities, local income taxes are so important that they account for between 33% and 50% of city own source revenues. The state government defines the tax base, any limitation on rates and the treatment of nonresidents.
 

Local sales taxes are levied by 6500 jurisdictions in 31 states with the revenue yield generating more than 10% of local tax revenue nationally. As a local revenue generator, its importance varies widely in states where it is used - providing from 0.1% to about 25% of local own source revenue. Local sales tax revenue is especially important for many cities. In six states, it generates 50% of local tax revenue and 25% of own source revenue. The tax base and permitted rates are set by the state.

South Africa: The national government raises the bulk of the tax revenue although its expenditure responsibilities are much lower. Provinces are responsible for most public expenditures but receive relatively little direct tax revenue. Local governments have access to property taxes, user fees and special local levies. Outside of major cities and towns, however, little is known of local government because local government administration for billing for services and receiving payment has been non-existent in many areas.

Canada: Municipalities are responsible for a range of local services including fire and police protection, building and safety inspection, local roads and streets, sidewalks, water and sewers, solid waste, public recreation and libraries to name the most noteworthy. Furthermore, many of these services must be provided at levels that meet provincially imposed regulations and standards. Policies affecting elementary and secondary schooling and health services are set by each province with delivery done locally, generally through special purpose bodies such as school boards and health boards (these bodies have very limited discretion in policy-making). Except for one province (municipalities in Ontario fund about 25 percent of the total costs of provincially imposed and mandated social service programs), social service programs are a provincial responsibility and funded entirely by the province. 

To meet increasing expenditure commitments and offset the declining importance of provincial grants over the past decade, municipalities have increased their reliance on property taxes and user fees for water, sewer, solid waste, public recreation and public transit.
 

B.5 Fiscal Imbalance - Municipalities

Municipalities in every country spend more money on local services than they generate from own source revenues. As noted above, local revenue sources include local taxes – in Canada, South Africa, and Australia, this is the property tax only while in Germany, Switzerland and the United States, it is the property tax plus income and/or sales taxes – and user fees. In addition, small sums of revenue are generated from a miscellaneous collection of permits, licenses, special charges and so on. Finally, grants from senior levels of government make up the remaining revenue although there is considerable variation (as reported in Table 11.2) in the extent to which the local public sector relies on these grants. 

Borrowing to finance an annual operating deficit is a source of revenue for senior levels of government, but it is not a source of revenue for annual operating purposes for municipal governments. Municipalities, in these countries, are not permitted to budget for an operating deficit (expenditures exceed revenues). If, however, an operating deficit unexpectedly occurs during a fiscal year, municipalities may borrow short-term to cover the shortfall but their next budget must be set to generate sufficient revenues to repay this short-term borrowing. 

Table 11.2

Grants As A Percent of Local Government Revenues, %

	Australia1

United States2

Germany1

Switzerland2

Canada3

South Africa1
	14.1

37.3

34.3

16.9

38.9

14.5


1 for the year 1999; 2 for the year 1998; 3 for the year 1997.

Source: Government Finance Statistics Yearbook, (Washington: D.C.: International Monetary Fund, 2000).

Long-term borrowing, on the other hand, is permitted for capital projects even though it is frequently subjected to regulations and controls imposed by senior levels of government (discussed under capital budgeting in the next section of this paper). 

Fiscal imbalance is defined to exist when a municipality’s expenditure responsibilities exceed its own source revenues (locally generated taxes, user fees, and a host of small miscellaneous revenue sources). Table 11.2 provides a crude illustration of the degree of local government fiscal imbalance. There are at least two reasons why an inter-country comparison of these grant figures should be treated with caution, however. First, the universe of what constitutes local government may vary from country to country – education may be included in some and not in others; social services may be included in some and not others; and so on. Second, municipal governments in some countries may be responsible for providing services that are fully or almost fully funded by grants from senior levels of government; whereas in other countries, these same expenditures are a direct and fully funded responsibility of a senior level of government. In the former, grants will be high but they may offset all or almost all expenditures. Examples include education, hospitals, and social services. 

Even if this measure of fiscal imbalance is accepted, it is not clear what it tells us. If the municipal sector is relatively more reliant on grants, is this an indication of fiscal problems or potential fiscal problems? Or does it mean that senior levels of government are simply more supportive of the municipal sector? Or does it mean that municipalities have not had to raise local tax rates or user fees as much as they could have?  Surely, the more important issue is not whether there is a fiscal imbalance, but whether municipalities are fiscally sustainable.

Fiscal sustainability refers to the capacity of municipalities to generate sufficient revenues to meet expenditure needs, obligations and commitments. This, in turn, is impacted by the cyclical sensitivity of municipal funding responsibilities - do expenditure programs vary with the growth or slow down in economic activity (social services, social housing, for example)? Second, is there enough revenue elasticity in the local tax base to permit revenues to rise and fall with expenditure requirements? Third, do municipalities have sufficient control over their expenditure responsibilities and revenue sources to meet changing fiscal circumstances?

Fiscal imbalance and fiscal sustainability may be quite different. Fiscal imbalance refers to the difference between local expenditures and own source revenues. If this imbalance exists because of the generosity of senior governments (through the provision of grants), it is not a problem and should not be a concern as long as municipalities have the capacity to raise enough own source revenue to meet their expenditure needs and commitments. Here an imbalance exists, yet municipalities may be fiscally sustainable.

While the meaning of fiscal imbalance is uncertain and a measure of fiscal sustainability is unclear, some issues around municipalities are much more certain and apparent. For example, municipalities in every country examined have little control over their expenditure responsibilities. Some are mandated by senior levels of government; others are influenced by the availability of grants, especially conditional grants; and still others are necessary to ensure a safe and healthy standard of living and to meet specific standards (building codes, fire inspections, safety protection, water quality, and so on) set by senior levels of government. In any case, all expenditures are needed to meet the needs and expectations of local residents. Nor do municipalities have control over their tax sources. These are determined by senior levels of government although tax rates are generally set locally as are user fees for specific services. Grants are at the discretion of the senior levels of government. 

The general inability of the municipal sector to shed expenditure responsibilities and to acquire additional revenue sources has led to an increased emphasis on efficiencies in service delivery. Not only has this included contracting out and a growing interest in public-private partnerships, it has led to a heightened awareness of the importance of municipal budgeting and accounting systems and the information they provide in ensuring that municipalities are providing services in a transparent, efficient, effective and accountable manner. It is these issues that will be considered in the remainder of this paper. 

B.6 Rights and Limitations of Municipalities in Determining Tax Sources and Tax Rates

In the constitution of each of the countries examined in this paper and indeed, in other federal countries, all local tax sources are determined and established by the middle level of government. In other words, municipalities are not free to choose their tax sources although they may be free to set local tax rates. For example, in countries where municipalities rely mainly on property taxes – in particular, Canada, United States and Australia - the tax rate is set by the local municipality and without restrictions or limitations (by a senior level of government) on its level or annual rate of increase. Where municipalities have the power to use variable tax rates for different property classes (single residential versus multi-residential versus commercial versus industrial and so on) as in a few Canadian provinces, there may be limitations on the size of the differential tax rate that may be applied to residential versus commercial/industrial properties, for example. This is to prevent municipalities from overtaxing the commercial/industrial sector – a practice that has been common for some time - and thus minimize tax exporting which is deemed to be inefficient and unfair.
 Determination of the property tax base, by comparison, is the responsibility of the middle level of government and removed from local government responsibility. The only choice made by the latter, then, is that of the tax rate – set at a level that will generate the amount of locally raised revenue required by the municipal government.

In countries where municipalities have access to income and/or consumption-based taxes, two practices dominate. In the majority of jurisdictions, local taxes are administered and collected by a senior level of government with the revenue from a prescribed number of percentage points refunded to municipalities. This is often referred to as revenue or tax sharing and is the way in which income tax revenues are shared in one Canadian province (Manitoba where 1 percentage point of personal income tax and 2 percentage pints of corporate income tax are refunded to municipalities in the form of a grant) and in Germany (15 percent as set constitutionally). In some other jurisdictions, municipalities have some type of independent control – sometimes over the rate through a locally determined income tax surcharge on a tax base set by a senior level of government (this is the approach in some states in the U. S. and for local governments in Sweden, Denmark, Norway, Finland and Iceland); other times, they have control over both the rate and the base (the State of Maryland in the United States follows this approach for the income tax).

From this, there are two general approaches to generating local revenues to finance municipal services. One involves some form of revenue or tax sharing where the municipality has no say in setting its tax rate. The other permits municipalities to set their own tax rate – in most cases, applied to a tax base set by a senior level of government. More specifically, where local governments rely primarily on property taxes, they are generally free to set their own tax rates without limitations or restrictions although the differential between rates across property types or classes may be controlled. Where local governments have access to local income and sales taxes, they may or may not be free to set their own rates. 

While revenue or tax sharing has the advantage of simplicity and guarantees municipalities some degree of revenue certainty, it does little to enhance transparency, autonomy, accountability
 and efficiency in municipal government spending decisions. Municipalities receive revenues regardless of their tax effort and have no responsibility for setting their tax rate or tax base. If they view these revenues as costless, as is almost certain, a municipality’s incentive to spend efficiently is minimal.
 To elaborate, where a municipality is prevented from setting its own tax rate, it is unlikely to meet the expectations of its local taxpayers. Locally generated revenues will almost certainly be more or less than would be desired and efficient. If they are higher than needed, municipal expenditures will exceed the efficient and desirable level. If they are lower than needed, expenditures will be lower than they should be and local taxpayers will forgo services that they might desire otherwise. On the other hand, if municipalities are able to set their own tax rate, they will be more accountable for their spending and funding decisions. This, in turn, will increase transparency and autonomy and should lead to a more efficient and effective level of local public services. Permitting municipalities to set their own tax rate, then, is important if one is to lay the groundwork for an autonomous, accountable and efficient municipal governing structure. 

C. Municipal Budgeting

Because municipalities are responsible for a range of services, budgets are needed to plan for and control the receipt and expenditure of monies to fund them. Each municipal government’s budgetary process may be affected by a number of variables including the constitutional relationship with senior levels of government, the revenue importance of intergovernmental transfers, the type of services for which municipalities are responsible, and the personalities of the principal decision-makers. In the presence of these differences, it should be noted that municipal governments in every country are controlled by a senior level of government (province/canton/state/ land). These controls require, amongst other things, the provisions of annual budgets. This generally involves the preparation of two budgets – an annual operating or current budget (recurrent) that consists of projected revenues and expenditures plus relevant capital asset transactions for the upcoming fiscal year plus a capital budget that lays out future capital expenditure projects and anticipated revenues for funding these projects. As well, the two budgets may be consolidated for certain purposes. The consolidated budget indicates the amount of total estimated revenues available for the current period and the source of additional revenue for financing current and future capital projects.

Operating budget expenditures include wages and salaries, pension contributions, the purchase of short-life equipment, the purchase of services from other agencies, materials and supplies, and expenditures on repair and maintenance. They may also include recurring financial transactions such as servicing the long-term debt (annual interest cost and principal repayment) and contributions to reserve funds established for specific purposes. Current funds may also be transferred to the capital budget to ‘up-front’ finance a portion of capital projects. In Canada, municipalities may also establish reserves to fund contingencies or other obligations that may or may not become due or are difficult to estimate precisely.  

The capital budget details the local government’s acquisition or rehabilitation of long term assets (roads, water/sewer lines and treatment plants, public buildings, and sanitary landfills). Usually, it is for a period of at least five years and it outlines the public facilities, infrastructure, and land purchases that the jurisdiction intends to implement during this period given the availability of funds. At the same time, this plan should indicate how all capital expenditures are to be financed (own source revenues, borrowing, grants and so on). 

C.1 Capital Budgeting –Problems and Resolution

In most municipalities in every country examined, annual capital budgeting practices and techniques suffer from greater inadequacies and deficiencies than do annual operating budgets. For example, municipalities frequently fail to consider future operating and maintenance costs in making decisions on the wisdom of spending on capital projects. This happens most often when municipalities undertake capital projects in response to the availability of grants from senior levels of government or when they make decisions without the aid of a carefully developed and detailed capital budget. As well, very few municipalities consider opportunity costs (the value of forgone alternatives if a municipality chooses this project) in their capital budget, although almost all of them take into consideration debt costs. Finally, municipalities all too frequently ignore depreciation or asset replacement costs in calculating annual operating costs. This is especially important for those projects that are funded from user fees (water, sewers and so on) and whose fee should include all costs (including those to replace the asset or facility) associated with the operation of the facility.
 
An important policy objective of municipal decision-makers should include the integration of capital infrastructure programs and growth management objectives. The latter are generally designed to control ‘urban sprawl’ and promote ‘infilling’ or higher density development. The availability of (or lack of) local infrastructure including water and sewer lines, roads and streets can control the type of development.

Unfortunately, this integration is often less than it should be. First, capital programs and budgets are frequently drawn up or altered without the consent or involvement of all local depart​ments or officials. Lack of coordination between local departments or local departments and special purpose bodies such as utility commissions creates situations where capital maintenance or construction of a specific project may not be coordinated with other capital projects in the same years. For example, one frequently observes the construction or maintenance of sidewalks or roadways and shortly afterward the tearing up of these facilities to construct or replace sewers or water mains. Such uncoor​dinated efforts prove to be costly and difficult to justify. Second, further problems exist if capital projects represent political com​promise and compliance with legal approval dates (calendar) rather than well​ thought‑out plans for community improvement. The notion that capital projects flow smoothly from well‑organized community plans to implementa​tion is often not borne out. Among the reasons for this is the likelihood that a number of development or management decisions are made in a public forum (public meetings, for example) or influenced by public input from special interest groups. These forums or the public input, however, seldom cover all aspects of community planning such as the maintenance, renewal, and construction of new projects. While the overall policy may include an integrated approach to capital programs and growth management objec​tives, this objective is paid only lip‑service. The sheer numbers of people involved and their interest in only selected aspects of the overall plan place constraints on the actual achievement of this objective.

Finally, the largest proportion of capital spending tends to be devoted to short-term rehabilitation and renewal projects even though longer-term projects may generate greater net gains for society. Em​phasis on short‑term projects as opposed to longer-term projects arises for two reasons. First, the relatively short term of office for municipal politicians means that they are generally more interested in short term projects because they coincide with their term of office and provide visible signs of political initiatives. Second, municipal decision makers are reluctant to become locked into long‑term projects without guarantees of future funding and concern about the impact of future annual interest and debt repayment charges on local budgets. 

A carefully developed capital budget should involve the following five steps.

1. Inventory of Capital Assets. An inventory of capital assets provides information on the capacity of existing infrastructure and the appropriate timing for its replacement. Surprisingly, a large number of municipalities do not have detailed or accurate records on the age and condition of much of their important infrastructure, especially that which is underground (water and sewer pipes, hydro-lines and so on).
2. Development of a Capital Investment Plan (CIP). This would include information on the urgency of building or rehabilitating a capital project, the benefits derived from it, the cost and financial impact of the project, and its acceptability to the local constituency. 

3. Development of a Multi-Year CIP. This plan establishes the time schedule and all costs for capital investment projects being considered. This would permit the municipality to choose the most cost-effective option and it would provide the municipality with information that would assist it in developing a prudent financial plan for funding the project. This multi-year plan should be integrated with a multi-year operating budget to avoid the common problem (as noted above) of failing to provide information on future operating and maintenance costs. As well, integrating these two budgets would lead to better decisions over the optimal size of potential capital assets or facilities.

4. Developing the Financial Plan. For each capital project, the municipality should develop a detailed financial plan that includes information on the municipality’s capacity and ability to finance the project, sources of funds for the project (user fees, local revenues, grants, borrowing and so on), and procedures to be followed if revenues fall short of the target or if surpluses are generated.
5. Implementing the Capital Budget. The success of any capital budgeting process is highly dependent on public participation and acceptance of the proposed projects.
 Public acceptance may depend on the urgency of the project; for example, crumbling underground sewers that have caused basement backups or leaky water pipes that produce insufficient water pressure to fight fires may be deemed to be more urgent that repairing roads or sidewalks that have deteriorated over the winter.
a) Restrictions or Controls on Borrowing for Capital Projects

It was noted earlier that municipalities (in the countries discussed) are permitted to engage in long term borrowing for capital projects only. Where capital projects provide services that benefit future generations, borrowing is an ideal financing instrument because the annual repayment of principal and interest charges can be recovered through taxes or user fees collected from future users or beneficiaries of the projects. In other words, those who benefit are those who pay. 

While borrowing is important for financing municipal capital projects and is used frequently, local borrowing in most countries is subject to a variety of restrictions or controls that are imposed by senior levels of government. These are in place because municipalities are creatures of the province/state/canton/lander and the latter do not wish to be responsible for unlimited municipal borrowing and possible repayment of municipal debt. As well, unrestricted municipal access to capital markets may in some circumstances crowd out private sector borrowing or impact on borrowing of more senior levels of government. 

Local borrowing is monitored in a variety of ways. Table 11.3 lists the types of restrictions imposed on local borrowing in a few countries. 

Table 11.3

Local Borrowing Restrictions in Selected Countries

	Type of Restriction
	Description
	Countries

	Affordability Formulae
	Ceilings on (i) debt service/local revenues; (ii) debt service/local current spending
	Argentina, Brazil, Italy, Japan, Spain, Lithuania, Poland, Columbia, Canada

	Indebtedness Formulae
	Limit on outstanding debt/net revenues
	Brazil, Columbia, Italy, Canada

	“Golden Rule” Provision1
	Borrowing for capital expenditures
	Brazil, Canada, USA, Austria, South Africa, Switzerland, India

	Balanced Budget
	Local councils are required to pass balanced budgets
	Brazil, Canada, Germany, Netherlands, USA

	Local Approval
	Local councils are required to approve borrowing for individual projects
	Canada, Switzerland, USA

	“No Bailout” Provision
	National government does not guarantee subnational debt
	South Africa, Mexico


1 Local government borrowing cannot exceed the amount spent on investment.

Source: Dana Weist, “Borrowing and Capital Financing”, a power point presentation on Intergovernmental Fiscal Relations in East Asia, ASEM Sponsored Workshop (World Bank), Bali, Indonesia, January 10-11, 2002.

In general, restrictions on municipal borrowing relate to the dollar value of outstanding debt that is permitted and/or annual debt service charges as a percent of own-source revenue or operating (current) expenditures. Since Canadian restrictions are not unlike those in most developed and developing countries and tend to vary from province to province, it may be worth hi-lighting them.
  In Ontario, the current limit for municipal debt servicing charges is 25 percent of own-source revenues. For municipalities with pressing infrastructure needs and wishing to borrow beyond this limit, they may do so as long as their additional debt is approved by a provincial authority (the Ontario Municipal Board). In Alberta, provincial regulation specifies both the total indebtedness (1.5 times municipal revenue) and the annual level of debt service (25 percent of revenues) that is permissible. In Alberta, as in Ontario, municipalities who wish to exceed these limits may do so only after approval by the provincial Local Authorities Board. In British Columbia, long-term capital borrowing requires both provincial approval and a two-thirds council majority (and sometimes a referendum). In the province of Quebec, either voter approval or provincial approval is required for municipal borrowing except in the two largest cities – Quebec City and Montreal. In many other countries, similar restrictions or controls exist.

A general question that emerges in discussion of local borrowing is whether or not controls should exist or whether municipalities should be free to borrow and hence, be subject to the discipline of the market. As long as municipalities are creatures of a senior level of government, an argument exists for controlling their borrowing behaviour primarily to prevent bankruptcy and a potential need to be ‘bailed-out’.
 In this regard, controls that restrict annual debt servicing charges to an fixed percentage of own-source revenues with provisions for additional borrowing approved by a senior level of government if it can be demonstrated that a municipality needs additional infrastructure to meet pressing needs has been appropriate and effective in countries where it has been used. It has permitted municipalities to remain solvent and to function in a more or less normal and expected manner. 

b. Issuance of Municipal Debt

The way in which long term municipal debt is issued varies from country to country. In some countries, a provincial or state organized authority or agency may borrow on behalf of all municipalities; in other countries, municipalities borrow on their own. The advantages of a state or province-wide body are significant. Municipalities borrow from the authority who, in turn, totals up all the requests for local funds and issues long‑term debentures against the authority itself. In some countries, debentures are guaranteed by a senior level of government. When the proceeds are received from the sale of these debentures, the funds are dispersed to the requesting municipalities usually under a loan agreement with the borrowing municipality. 

Pooling of municipal debt through a provincial or state-wide organization can produce significant benefits for many municipalities, especially the smaller ones. These organizations or authorities generally issue bonds on a regular basis; some only for municipal units but others include schools, hospitals, utilities, and other municipal bodies. The administration costs may be funded by a senior level of government or by earnings on reserve funds, participants, or a combination of these.
 

Borrowing costs are lowered by the ability to issue debt in national and international markets and from lower administration costs in issuing debt. A large finance authority substitutes one contract with an underwriter for separate contracts between each borrower and debt issuer. It economizes on transactions costs because it issues debentures more frequently than individual municipalities would if they had to borrow themselves and it provides stability in volatile capital markets that are subject to uncertainty. It can exercise a greater degree of flexibility over issue terms and costs to municipal clients.

A recent study
 compared the cost of municipal funds for pooled versus stand-alone issues using data from the province of Ontario, Canada. The findings show that pooled financing through a hypothetical municipal financing corporation or authority in Ontario would significantly lower costs to municipal borrowers when compared with the actual cost of capital for municipal issues in that province. The authors concluded that the benefits of municipalities participating in a municipal finance authority that issues ten-year debentures through investment dealers varied inversely with population size and credit rating (a measure of the credit worthiness of a municipality). Issue size was not a factor. In other words, the largest savings would accrue to municipalities with smaller populations, those that are un-rated (no bond rating for debt purposes), and those that borrow for longer periods of time. 

C.2 Budget Roles or Objectives

Municipal budgets should be designed to achieve the following:
 (1) to provide for the maintenance of financial control; (2) to provide information essential for useful and efficient management decisions; and (3) to improve program and financial planning.
 

a. Financial Control

Historically, financial control has been the primary and sole concern of municipal budgets. The fact that local officials have control over local funds has necessitated the implementation of certain controls (statutory or otherwise) so as to regulate and monitor expenditures on particular functions and at par​ticular times throughout the year.

Control budgeting tends to be input oriented, as opposed to goal or output oriented, and is frequently negative in its approach. Emphasis is placed on restricting expenditure increases with very little attention, if any, being devoted to the benefits accruing as a result of the programs or services affected. While this may be a laudable objective, especially in times of restraint, it is far from obvious that it is in fact the most desirable or effective approach. A line‑by‑line or item‑by‑item assessment of expenditures usually ensues when inputs are iden​tified and budgeted figures established on an incremental basis.

Incrementalism in the budgeting process has been, and still is, fairly com​mon, particularly in smaller communities with a less specialized and relatively small managerial staff. Although there are some noticeable problems with using one year's expenditures as a base on which to add an incremental value in deter​mining the budgeted figures for the following year, it is defended by local officials if there is a lack of any other information relevant to the budgetary decision‑making process. Their argument suggests that in the absence of useful ‘other information’ (see discussion below) on existing programs and services, there is no basis for reducing or eliminating on‑going expenditures since costs alone do not provide a sufficient rationale for that exercise.

In addition, the incrementalist approach creates some further problems; for example, it provides no mechanism for assessing the benefits from existing expenditures and, therefore, no rationale for encouraging local officials to allocate their resources in an efficient manner. As well, the information pro​vided (as discussed under accounting) is frequently incomprehensible to all but the most sophisticated readers. 

In essence, control budgeting is important but it often creates a narrow and cumbersome financial management system, characterized by paperwork, detail, duplication, complexity, and inflexibility. It also lacks the truly rele​vant information necessary for proper planning and efficient management of local government activities.

b. Operational Management

To improve managerial decision making at the local level, budgets should be designed to reflect both past and projected expenditures on outputs or goals achieved or to be achieved rather than on the cost of inputs as has been accepted traditionally. This involves the establishment of workloads or targets; for example, a council may set as one of its targets a 5 per cent reduction in crime rates at an average cost of X man‑hours per investigation or it may state that all garbage must be collected with a minimum amount of inconvenience to all residents at an average cost of $Y per ton. Similar targets may involve a reduction in per capita fire losses of a fixed percentage at an average cost of $Z per alarm or the completion of road maintenance that ensures smooth riding at a cost of $K per kilometre.
 

The establishment of targets or workloads allows local budgetary officials to make decisions on budgeted expenditures not solely on the basis of costs but rather on the basis of costs (efficiency) with some notion of returns (effec​tiveness). Budgets, therefore, should be built around the kind of work to be undertaken in the next fiscal year. These workload targets dictate the program​ming part of budget preparation, which involves scheduling work, developing an organizational structure, and establishing procedures to reach the proposed plans.
 Alternative methods of achieving the volume of work to be undertaken should also be considered. This budgeting arrangement allows local budgeters faced with scarce resources to allocate their funds among the various services in a managerially efficient and effective manner.

Once such targets or objectives have been established, the task of achieving these objectives begins. Workloads or targets must be defined in quantifiable terms (see discussion on performance measures below). Such quantification requires data on both inputs and outputs for it is the ratio of inputs to outputs that defines the target to be met.

Estimates of workload and other performance indicators ought to be measured, established, and monitored periodically to make certain that targets are adhered to or that actual changes of a justifiable nature are being incor​porated into the budget. Such periodic reporting also provides a basis for evaluating improvements or discovering deviations that must be corrected. These deviations might exist because of unplanned inflationary cost pressures, inadequate financial control, unrealistic revenue or expenditure estimates, and/or simply because of foolish management decisions. Once the reason for the deviation has been determined, local officials should either alter the targets or adjust their operation to achieve the previously stated objective. Finally, an independent external audit by an individual or firm not employed directly by the municipality is necessary in order to guarantee that the objectives or goals have been achieved in an effective and efficient manner.

Budgeting to facilitate managerial decisions of the type outlined in this sec​tion is a relatively new idea. Because of tradition, bureaucratic inertia, or an inability or unwillingness to change, municipalities, by and large, have concen​trated on budgeting for control purposes alone. The objectives of control budgeting are understood and generally pose no threat to local officials who may view the exercise of performance budgeting as something beyond their comprehension and expertise. 

While performance budgeting is used in relatively few countries, municipalities in Australia, New Zealand and the province of Ontario, Canada are required to provide their provincial/state governments with annual performance measurement information and to report the results to their taxpayers. Although the adoption and implementation of performance measures has been established to improve efficiency and productivity in the pro​vision of local services, this information should be linked to the budgetary process.
 The tighter financial environment facing local governments along with greater pressure for public accountability will provide an impetus for municipalities to outline clearly their targets, goals or objectives and to relate these to performance measures. At the same time, municipalities should employ cost-benefit analysis in evaluating alternative means of achieving their stated objectives in order to provide those services yielding the greatest return given their revenue con​straints. 

c. Financial Planning

Planning in the budgetary sense has two meanings ‑ forecasting and assess​ment. First, it is an attempt to shape the future; to forecast the type of expenditures that will be made and the revenue sources that will be tapped. Each annual budget represents a one‑year installment in a longer‑range plan with the goal ultimately being reached sometime in the future. Second, it is an attempt to assess the impact of current expenditure decisions on future revenue sources. To achieve this, impact studies are an invaluable input into the budgetary allocation process. All too often, local governments commit themselves to cur​rent programs without any indication of the financial requirements that these programs will impose on future revenues.

C.3 Budget Formation

The preparation or formation of the budget passes through a series of stages and involves both elected and appointed officials as well as the taxpaying public.

a. Budget Cycle

Preparation of the budget goes through a series of stages before it is formally delivered to council for discussion, debate and approval. It begins with some kind of policy direction or guidance from the local council; for example, a focus on water and sewers, transit, roads, zero tax increase and so on. The first stage of the budgetary cycle involves the preparation of initial requests for funds on a department‑by‑department basis. The preparation of these budgetary requests depends on a number of factors including the size of the municipality's budget, the degree of sophistication involved in providing and evaluating local programs or services, the importance attached to budgeting, the size of the department, and even the style of the department head. If departments are reasonably large, there may be an identifiable depart​ment budget staff. In smaller municipalities, budget requests may be made by department heads or staff members on an ‘ad hoc’ or a part‑time basis. The adoption of performance measures (discussed later) and cost/ benefit techniques as a basis for making budgetary decisions tends to be correlated positively with the size of the municipal budget.

During the second stage of the budget cycle, the various departments or individuals responsible for administering the local programs and services sub​mit their budgetary requests to the chief administrative or financial officer. This officer and his staff (if one exists) compile, combine, and coordinate all requests for funds. Since municipal governments are required by law to approve a balanced budget for the annual operating activities of the municipality, it is the responsibility of the chief financial officer and his staff to estimate revenue yields and acceptable increases. Once this revenue constraint has been esta​blished, the objective becomes one of considering the alternative requests and selecting those (sometimes after much trimming) that are felt to be most important. Inevitably, conflicts arise and resolutions must be sought. After dialogue and debate by department heads or their delegates, requests may be denied, rearranged or the financial constraint expanded. Ultimately, the chief financial officer arrives at a budget that is generally presented to the budget committee of the municipal council.

The third stage is the adoption of the budget. At the local level, and par​ticularly for smaller communities, this exercise may be much less sophisticated than in larger centers or than at more senior levels of government. In some municipalities in all countries, the public (taxpayers) is invited to comment (at public meetings) on the proposed budget prior to council approval. This type of public participation is designed to add more transparency and accountability to the budgetary process. 

The execution and monitoring of the adopted budget throughout the fiscal year constitutes the fourth stage of the budget cycle. The responsibility for these activities along with the presentation of an updated picture of the municipality's financial position to the local council rests with the chief financial officer and/or his staff.

Finally, legislation generally requires that municipalities have their financial records audited by an independent auditor after the completion of the fiscal year. This ensures that the municipality has adhered to legal requirements regarding local expenditures and that local officials have not misappropriated (deliberately or accidentally) local funds.

b. Role of Elected Versus Appointed Officials

Throughout the budgetary process, there are a number of participants, each per​forming different roles. Elected officials should play a different role than appointed officials. Elected officials should be responsible for setting policy and establishing the strategic directions of council. As a representative of a local constituency, they play a major role in the communication process between the council and local taxpayers and through this process are responsible for translating the desires and needs of the local constituents into appropriate budgetary polices. Local input is frequently solicited through public meetings on the annual budget. As well, the media and the internet play a role in informing the public about on-going budget deliberations. Ultimately, the elected councilors must approve the budget and be responsible for monitoring the overall financial performance of the municipality. 

Elected officials should not, however, be involved in the day-to-day management activities of the municipality or its special purpose bodies. This should be left to appointed officials. In this regard, New Zealand has probably gone further than other countries because it has implemented legislation (1989) that decouples local council decision-making from day-today management. Here, the council’s job is to set policy and monitor the performance of the council appointed chief executive officer. The chief executive officer is on a performance-based contract for up to five years and is the employer of all other staff.
 The responsibility of the chief executive and other officers is to manage the municipality within policies set by the local council.

D. Accounting and Reporting 

While the budget is the heart of municipal resource administration, municipal accounting systems and practices and their subsequent reports are central to the budget-making process. For example, past accounting records furnish important data for revenue and expenditure forecasts used to construct the budget. Accounting records provide information on debt and debt service charges and serve as a basis for estimating a municipality’s ability to carry further debt. Sound accounting reports provide timely information on whether budget plans are on target or amiss, when capital funds are diverted to operating expenditures, when expenditures are outpacing revenues, and when the municipality is incurring financial obligations beyond its fiscal capacity.
 The focus of reporting and accounting, then, is to document, classify and summarize transactions so users of the resulting financial reports are able to understand and evaluate municipal operations.

D.1 Standards

Internationally, accounting and financial reporting standards are often established by independent standards setting authorities or boards. In the United States, for example, the Government Accounting Standards Board (GASB) establishes financial reporting standards for the public sector. In Canada, public sector accounting standards are set by the Public Sector Accounting and Auditing Board (PSAAB) of the Canadian Institute of Chartered Accountants. Many other countries have established similar Public Accounting Standards.  Municipal accounting differs from private sector accounting because the emphasis in the former is on cash flow and transparency and accountability to the local constituency while the emphasis in the latter is on profit or loss reporting. More specifically, the following practices have become the norm for most public sector accounting.

· Fund accounting should be used to ensure legal compliance with restrictions on the use of revenues and to enhance sound financial administration of diverse governmental operations.

· Fixed asset accounts should be maintained separately from current assets. All tangible assets should be depreciated.

· Long-term obligation bonds (debt) should be recorded in a separate group of accounts as obligations of the entire governmental unit. Revenue bonds are obligations of specific funds and should be recorded as such.

· Different accounting methods are used for matching revenues and expenditures over a specific time period. On a cash basis, revenues are recorded when cash is received and expenditures are recorded when cash payments are actually completed. On a full accrual basis, revenues are recorded when earned and expenses are recorded when liability is incurred. The modified accrual basis records expenditures when liability is incurred but does not record most revenues until cash is received (discussed in more detail below).

· Financial reports should be issued regularly and an annual report covering all funds and operations should be published. 

D.2 Objectives

Public sector accounting standards are generally designed to achieve a number of objectives. As an example, the PSAAB in Canada has set the following objectives
 for municipal financial statements: 

· Provide reliable, understandable, timely, and consistent information that meets the needs of persons for whom the statements are prepared.

· Provide an accounting of the full nature and extent of the financial affairs and resources for which local government is responsible.

· Demonstrate the accountability of local government for the financial affairs and resources entrusted to it.

· Account for the sources, allocation, and uses of financial resources in the period.

· Provide information that shows the state of local government’s finances.

A number of financial management functions have to be fulfilled to meet these objectives. Municipalities need to have in place systems for accounting, auditing and analysis of financial information. Accounting systems are needed to record revenues and expenditures in a consistent way that permits comparisons between budgets and actual figures. Financial audits are needed to determine whether the municipality’s financial statements provide an accurate and reasonable picture of the municipality’s financial position and activities for the reporting period. The financial audit is designed to detect deficiencies in the system of internal financial control, failures to comply with accounting principles and standards or with reporting requirements of senior levels of government and instances of errors or misappropriation of funds. In that the focus of the financial audit is on the financial statements, these audits do not address the issues of efficient resource utilization and the achievement of performance standards.

D.3 Users of Accounting Information

To facilitate the discussion of users and their respective financial information needs, it may be useful to categorize these users into the following groups: external users, internal users, and senior governments. Each of these will be considered separately.

a. External Users

External users include constituents, creditors, suppliers, and others engaged in business transactions with the government. This group is external to the government and generally lacks any effective control over the type of financial information available. The kind of information of greatest use to these users includes information on performance measures. This permits an inter-municipal comparison of unit costs, efficiency, and effectiveness of local programs or ser​vices. It permits users to assess the financial health and fiscal viability of their community. In addition, external users benefit greatly from the provision of information on such things as the impact of current capital projects on future operating budgets; the ability of local governments to be able to draw on future resources (taxes, grants, and user charges) and the extent to which these revenue sources may be substituted for each other; and the impact of inflation on future expenditures and revenue requirements.

b. Internal Users

This category includes all individuals engaged in the managerial and administrative functions of local government. Specifically, it includes policymakers, managers, and administrators. Their functions involve the plan​ning, organization, execution, and evaluation of the diverse programs and ser​vices provided by local governments.

The financial information needs of these users are more comprehensive than those of external users. Not only do policymakers and administrators require the same information as external users, they also require cost estimates for alternative ways of achieving specific goals. Cost/benefit analyses of proposed and existing programs, forecasts of current and capital expenditures, and the impact these will have on local revenue sources both in terms of the effect on tax rates or charges and their distributional impact on local residents are important. With the exception of some larger urban or regional municipalities, impact studies, cost/benefit analyses, and careful revenue and expenditure forecasts are seldom attempted. As pressures mount for more account​ability and cost‑efficient programs, however, increased emphasis should be placed on more useful and relevant financial information ‑ information that will assist in making local administrators and policymakers more respon​sive to users’ desires and needs.

c. Senior Levels of Government

Since local governments are creatures of the provincial or state level of government in federalist countries and since local govern​ments receive grant support from their senior counterparts, there is both an expectation and a requirement that local governments provide finan​cial, economic, and statistical information to the donor government in a consistent and uniform manner. Much of this information may be of little use to external users. Indeed, in its initial stages it may be of limited use even to the municipality actually supplying it. Once collected and compiled by the senior level government, however, it is useful because it indicates different trends in expenditure and revenue categories over time; differences in the extent to which municipalities support different expenditure programs; and differences in the dependency of municipalities on their various sources of revenue. Such inter​‑municipal comparisons on a uniform basis will allow municipalities, provincial analysts, and others to assess the feasibility, cost, level, and quality of current programs. If specific expenditures, costs, or dependence on a particular revenue source, tend to be out of line for one or some municipalities vis‑a‑vis other municipalities, this information may provide a base for pursuing a more in‑depth analysis of the reasons for this difference ‑ reasons that may generate improvements in the quantity and/or quality of local services or programs or improvements in the funding of these services or programs.

Senior levels of government in exercising their legal and statutory respon​sibilities also require information that will allow them to oversee and control certain activities of local governments. These governments, for instance, may require detailed information on capital budgets and debt capacities to ensure that local governments do not commit themselves to future excessive financial burdens. As well, other information is required as a basis for deter​mining the recipients of many grant programs. Equalization grants, for exam​ple, are established only after economic, financial, and statistical data have been supplied, compiled, and evaluated.

D.4 Accounting Bases

The basic difference between municipal (and other levels of government) accounting systems and personal/business accounting is the use of fund accounts.
 In conventional accounting systems, all monies go into one account from which all expenses are paid. A single set of accounts is usually sufficient to disclose transactions and details of financial conditions. Legal restrictions on the use of government monies, on the other hand, make co-mingling of monies an obstacle to a clear demonstration of compliance with prescribed rules and conditions. 

Under fund accounting, a separate fund is used to report financial transactions for a particular aspect or activity of government such as water or sewage operations. Fund accounting features self-balancing double entry accounts from which a balance sheet and statement of operations can be prepared. Separate budgets are prepared for each fund.

The fund basis of accounting has two important advantages. First, it recognizes that a considerable amount of government revenue is not fungible – that is, available for purposes other than those budgeted – and that data on budgeting compliance are an important part of the stewardship responsibility of government. Second, distinct fund accounting and reporting is necessary to control resources for their designated use and to demonstrate compliance with legal and budgeting constraints affecting municipal governments.
 The funds that are used may be categorized into three basic types: i) governmental; ii) proprietary; and iii) fiduciary. Table 11.4 defines these funds and their respective categories.

Table 11.4

Municipal Funds

	Fund
	Definition

	Government Funds:

1. General Fund

2. Special Revenue fund

3. Debt Service Fund

4. Capital Project funds

5. Special Assessment Funds


	Consists of general revenue sources such as taxes, fines, licences and fees The general fund is usually the largest municipal fund.

Consists of revenues that are resources for special purposes. Examples include transportation trust funds or senior government grants.

Consists of resources used to repay long-term general obligation debt (general obligation bonds).

Consists of resources restricted for construction and acquisition of capital facilities.

Consists of resources received from special charges or fees levied on persons that benefit from a particular capital improvement project

	Proprietary Funds:

1. Enterprise Fund

2. Internal Service Fund


	Proprietary funds account for records of operation.

Contain financial records of self supporting operations (water and sewer funds).

Account for the financing of goods and services provided by one department or agency to other departments or agencies on a cost reimbursement basis (building maintenance

	Fiduciary Fund:
	Account for assets held by a governmental unit in a trustee capacity (law enforcement fund).


Source: Susan L. Riley and Peter W. Colby, Practical Government Budgeting , State University Press, 1991.

In essence, commonly used funds are those for general municipal activities, revenue funds for special activities, utility operations, sinking funds, capital funds, reserves, trusts and agency funds. 

Since financial transactions associated with a specific fund are subject to legal or administrative restrictions, a reserve fund is used to record the proceeds from, for example, charges on specific properties or users and their application to designated capital works, while a utility fund would be used to report the transactions of a municipal service that has been set up as a self-financing department.

Cash, accrual, and modified accrual accounting form the three possible accounting bases that can be used for municipalities and their enterprises. As noted above, cash accounting involves the recording of expenditures and revenues when funds are actually disbursed or received. It is the simplest of the accounting bases but it is not recommended under generally accepted public sector accounting principles because it gives a misleading picture of municipal accounts. For example, cash received as a loan would be reported as revenue in the operating statement but not as a liability on the balance sheet.

Accrual accounting is the more commonly accepted approach internationally. It records transactions when they occur regardless of when expenditures are made or funds received. For example, the cash expenditure to finance an investment in a fixed asset may take place within one year but the associated expenses reported in the financial statement of operations takes the form of annual depreciation charges incurred over the life of the asset. Since depreciation is a charge that is used to recover the original cost of an asset and associates the annual flow of benefits with costs, it is incorrect to interpret depreciation as a charge to cover replacement costs since this would entail double counting. Moreover, the cost of asset maintenance and repair is recovered directly as an expense. 

Modified accrual accounting is somewhat different. It adopts the same principles and approach as ac​crual accounting with the exception that depreciation and a return on capital are not included as costs. Instead, interest costs and principal repayments on debt are recovered directly in the year in which they are due through user fees and local taxes. These are generally set to generate revenues in excess of expected operating and maintenance costs and debt service costs, thus resulting in operating surpluses which are transferred to a capital fund to finance ongoing investments or into reserves or reserve funds to finance planned future investments. Because principal repayments are recovered directly each year as chargeable expenses, municipalities are less likely to face cash flow problems. Capital financing does not therefore depend on the flow of funds from a depreciation charge and a return on equity

The adoption of accrual or modified accrual accounting does not sug​gest that absolutely every revenue source or expenditure item be accrued. For very small revenue and expenditure items, a simple recording on a cash basis along with proper notation of the approach followed may be sufficient.

Under both the full accrual and modified accrual accounting systems, the treatment of operating and maintenance costs is identical. As well, both systems can accommodate capital contributions from outside sources. In the modified accrual system, these take the form of grants from senior governments or transfers from the municipality’s general revenue or reserve funds (such transfers are not customary where municipalities run utility operations on a self-financing basis). Under the full accrual-based system, capital contributions are normally equity injections from private or public sector investors. 

The main difference between the two methods lies in the treatment of capital. As well, whether a municipality uses the modified or full accrual method of accounting can affect the timing and amount of costs that are written off as expenses in a given year, and hence the timing and size of capital costs passed on to customers. 

At the same time, the sum of principal repayments and the operating surplus in the modified accrual system can be equated to the sum of depreciation charges and retained earnings in the accrual system. These two sources of funds are similar and both accounting methods can be made to work effectively given the appropriate level of financial management.

Table 11.5 presents an overview of the differences between the two accounting methods. Currently, municipalities in some countries (Canada to name one specifically) are required to follow the modified accrual basis for accounting. However, given the ability to match benefits with costs over the service life of assets, and the importance of  fully recovering costs each fiscal year, the full accrual method may present the greater opportunity to achieve the objective of service delivery related to equity.
 The adoption of this accounting standard, it should be noted, is not universally supported for local governments.

Table 11.5

Comparison of accouting methods

	Item
	Accrual Basis
	Modified Accrual Basis

	Treatment of investment costs in statement of operations
	· An annual depreciation expense is included in costs over the expected life of the asset. The sum of depreciation expenses should equal the original cost of the asset less its scrap value. 

· The annual depreciation charge does not correspond to any expenditure in the year for the asset in question.
	· The statement of operations will show actual capital expenditures for the asset drawn from the capital fund. 

· Money in the capital fund is transferred from the revenue fund or a capital reserve fund, or it comes from newly issued debt or a capital contribution such as a grant. 

	Treatment of fixed assets in balance sheet
	· The original cost of the fixed asset is recorded when the asset is commissioned and this value is then reduced each year by the amount of the corresponding depreciation charge. 

· At the end of its service life, the assets value goes to zero.
	· The value of the fixed asset does not appear in the balance sheet.

· Only current assets are reported (e.g., inventories, cash, accounts payable).

	Treatment of long-term debt in statement of operations
	· Only the interest portion of debt service cost is reported as a cost but not the principal repayment. 

· Principal is repaid using cash originating from depreciation charges and profit.
	· Both the interest and principal portion of debt service cost are reported as costs.

	Treatment of long-term debt in balance sheet
	· Reported as a liability and diminished as principal is repaid.
	· Reported as a liability and diminished as principal is repaid.

	Cost recovery through user fees and taxes (assuming no grants)
	· All of it in the form of depreciation charges. 

· The period of recovery extends over the service life of the asset, which may be considerably longer than the repayment period of debt to finance the investment. 
	· All of it in the form of principal repayments and transfers from the revenue fund to capital and reserve funds to finance the investment. 

· The period of recovery matches the period of debt repayment and revenue fund transfers and actually commence prior to the investment when reserves built in advance. 

	Financing costs
	· Interest charges on debt and a return on the equity portion of the investment including retained earnings (if any).
	· Interest charges on debt.


Source: “Financing Water Infrastructure”, by Strategic Alternatives et. al., Issue Paper 14 commissioned by the Walkerton Inquiry, Toronto, Ontario, Canada May, 2001, chapter 8.

a. International Experience 

The PSAAB in Canada recommends accrual-based accounting based on historical cost for senior governments in Canada, but not local governments. The United States Federal Accounting Standards Advisory Board requires accrual-based accounting based on historical cost, but the U.S. Government Accounting Standards Board allows a non- depreciation renewal approach for the infrastructure of local governments. In New Zealand and Australia, accrual-based accounting is required, but an allowance is made for asset revaluation to offset inflation.

Interest in full accrual-based accounting for municipalities is generally motivated by concerns over the state of aging infrastructure and a lack of reliable information that could be used to evaluate this concern. In New Zealand and the United States, these concerns have led to reforms in accounting standards for local government.

In 1993, the New Zealand Audit Office reported to parliament that it could not vouch for the long-term financial viability of local governments because there was no information on the condition of assets and inadequate strategic planning for future investment requirements. In response, the Local Government Amendment Act (no. 3) was passed in 1996. Among other things, this Act required local government to adopt fixed asset accounting and to prepare and approve a long-term financial strategy every three years providing long-term financial and asset management plans.
 Under the Act, depreciation charges are estimated and funded through local taxes and user charges. The depreciation charge provides an estimate of the decline in service potential of assets, while its funding assures that “users of the service pay the real cost.”
 Currently, local authorities are allowed to use the long run average cost of asset renewals as an alternative to depreciation charges. To use this approach, the local authority must develop a twenty-year capital plan. In the case of long life assets, the twenty-year plan has not provided a realistic estimate of the average annual renewals cost. Conversely, where a realistic depreciation charge is set and funded, local authorities have complained that very large reserve funds will accumulate long before they are needed.

Accounting reforms in the United States are similar.
 The requirement for full accrual accounting by local government was established by the U.S. Government Accounting Standards Board (GASB) in GASB Statement No. 34, which concluded that reporting infrastructure assets is essential to provide information for assessing financial position and changes in financial position, and for reporting the costs of programs or functions.
 Asset reporting requirements are retroactive to 1980 for large municipalities but not for those with less than $10 million in annual revenues. As in New Zealand, an alternative approach is approved for infrastructure assets. 

In the U.S., governments may choose to report expenses for repairing and maintaining infrastructure instead of depreciation expense for that infrastructure provided they manage the infrastructure using a suitable asset management system including an assessment of the physical condition of assets every three years; and establish a minimum condition level for those assets and demonstrate that it is maintaining those assets at or above that condition through appropriate investments.

Asset management planning figures prominently in both the New Zealand and U.S. approaches. In New Zealand it is mandatory, and in the U.S. it is mandatory so long as depreciation is not charged for infrastructure. As a source of information on the condition of infrastructure, asset management planning goes well beyond fixed asset accounting in that it requires an assessment of the physical condition of the infrastructure. Fixed asset accounting uses accounting standards and conventions as a basis for estimating depreciation charges, and therefore provides only a proxy measure of the condition of physical assets. Asset management planning goes one step further by developing a strategy and financing plan for asset maintenance and replacement. In contrast, fixed asset accounting generates cash funds that are available for capital finance, but this doesn’t mean that they will be used for that purpose or that they are needed when received.
 Asset management planning is therefore a more effective tool than fixed asset accounting as a means of providing information on the condition of infrastructure and the funding required for its maintenance. Financial accounting for fixed assets based on an accrual system of accounting can be useful but is not necessary for this purpose. 

D.5 Financial Reporting Practices

In general, the following three objectives should be met in the financial reports produced by municipal governments.

· Financial reporting practices should provide information to determine whether current revenues are sufficient to pay for current year expenditures. This would improve transparency and provide an incentive for municipal officials to be accountable for their actions.

· Municipal financial reporting should provide information about the sources and uses of financial resources and about how the government financed its activities and met its cash requirements. Financial reporting should also provide information necessary to determine whether the jurisdiction’s financial position improved or deteriorated as a result of the current year’s operation.

· Financial reports should provide enough information for users to assess the ability of the municipality to meet future commitments. This should include information about the financial position and condition of the municipal government, about the physical and non-financial resources that have useful lives that extend beyond the current fiscal year. 

Requirements that municipalities report all budgetary information, the extent to which their budgetary goals were met and information on performance measures (discussed in the next section) to the local citizens on an annual basis should improve the efficiency, accountability and transparency of local government activities. This reporting could take a variety of forms including mail outs to all residents; through tax and/or utility bills; notices in local newspapers; and postings on the municipality’s website.

E. The Budget As A Monitoring Instrument

Municipal budgets, accounting systems, and financial reports are all necessary ingredients for monitoring a municipality’s behaviour. Of particular importance are performance based budgets. Local governments in Australia and New Zealand have developed fairly extensive performance based budgets and processes.
 Municipalities in the province of Ontario, Canada are now required to provide performance measures for a wide range of municipal services. 

Further restrictions have been placed on the behaviour of local governments through legislation that requires municipalities to enter into competitive tendering for the provision of municipal services. This has happened in Great Britain. In New Zealand, recent legislation has had a significant impact on the way services are provided but it does not go as far as Britain in requiring mandatory competitive tendering. Here, delivery exclusively by local council departments declined from 70 percent in 1989 to 26 percent in 1994 while delivery by business units rose from 2 percent to 18 percent.
 The core services of water supply, sewage systems, stormwater and drainage were delivered by business units in over 50 percent of the councils surveyed while the majority of councils that provided legal services, refuse collection, commercial forestry and refuse disposal used external providers.
 In the province of Ontario (Canada), the list of contracted out services is likely to expand as a result of the Public Sector Accountability Act which requires public sector agencies (municipalities, hospitals, school boards, universities and social services agencies and other large public institutions) to consider hiring private firms to lower costs. 

E.1 Performance Measures

Performance measurement is relatively new at the municipal level although its importance has been widely recognized for some time.
 A performance measure, if correctly set, records the output rather than the input of municipal spending on specific programs or services. Table 11.6 describes a number of municipal services for which performance measures could be calculated. Where performance measures are required, municipalities are also required to report the results annually to taxpayers.

Implementation of a performance measurement system has a number of advantages. It permits local officials and taxpayers to monitor the municipality’s public sector activities over time and vis-à-vis each other (sometimes referred to as benchmarking).
 It strengthens accountability because taxpayers will be in a better position to evaluate the services provided by the municipality given the cost of producing these services and therefore, in a better position to judge whether local service provision is effective and efficient. Performance measures reinforce managerial accountability
 and provide an incentive to stimulate staff creativity and productivity. Finally and as mentioned earlier, performance measures help municipalities develop budgets based on realistic costs and benefits rather than on historical patterns (incrementalism). When combined with benchmarking, performance measures provide a more competitive environment in which municipalities will operate, thus leading to more cost efficient ways of providing services. 

Performance measures require accurate and complete data on input costs and measures of outputs. Input costs include the total cost of an activity. Measures of output, which is the denominator of the unit cost ratio (total costs divided by output), may be relatively straightforward for services such as sewage disposal, garbage collection, snow removal, and water provision - services in which the unit of out​put subject to quality standards can be measured. Output measures, however, are considerably more dif​ficult to measure for education, social services, crime prevention and fire protection where the unit of output is not clearly defined. For example, what is the unit of output for education ‑ number of students taught annually or number of students who passed? What is the output measure for crime prevention? How is fire prevention measured? What is the output measure for social services? Obviously, these are difficult measures to develop. In spite of potential measurement problems especially with the so-called ‘soft services’, attempts should be made to establish surrogate output measures subject to quality standards. Recognizing the subjectivity inherent in defining output measures for services of this nature, these are necessary if one is to establish targets or goals as bench​marks against which comparisons of actual performance may be measured to assess the technical efficiency and effectiveness of providing local public services. 

While technical efficiency
 is an important ingredient of a performance measurement system, performance measurement also is used for measuring the effectiveness of municipal services. The term effectiveness measures the extent to which an activity contributes to the achievement of the stated goals, objectives, or targets. For example, an activity such as building a road may be very efficient in terms of cost per kilometer, but its effectiveness will depend on the usefulness of the road in providing convenience, safety, and economy for vehicular transporta​tion. When a direct evaluation of the benefits arising from local services is not possi​ble, the demand for services subject to quality standards might be measured through citizen surveys, studies of local economic conditions, reports on the number of applications, requests or complaints received, expert evaluations, and so on, of specific needs. In this way, a measure of the value of the service provided can be estimated. Thus, effectiveness will measure the success of not only doing things, but of doing them to citizens' satisfaction.

Table 11.6

Examples of Performance Measures
	Service Areas
	Intended results
	Definitions

	Solid Waste Management:

-  Operating cost for waste   collection

-   Operating cost for waste disposal

-   Operating cost for recycling

-   Test Results

· Complaints concerning the collection of garbage and recycling

- Waste diversion rate (a)

- Waste diversion rate (b)
	Efficiency of municipal waste collection services

Efficiency of municipal waste disposal services

Efficiency of municipal recycling services

Effectiveness: municipal solid waste services do not have an adverse effect on the environment

Effectiveness: municipal solid waste services meet household needs

Effectiveness: municipal waste reduction programs divert waste from landfills and/or incineration

Effectiveness: municipal waste reduction programs divert waste from landfills and/or incineration
	Operating cost for waste collection per tonne or household (if tonnage information is not available)

Operating cost for waste collection per tonne or household (if tonnage information is not available)

Operating cost for recycling per tonne or household (if tonnage information is not available)

Test results for solid waste disposal sites

Number of complaints concerning the collection of garbage and recycling per tonne or per 1000 households 

Percentage of residential solid waste diverted for recycling and tons of waste recycled

Percentage of commercial, industrial and institutional solid waste diverted for recycling and tons of waste recycled

	Sewage:

· Operating costs for collection

- Operating costs for treatment and disposal

· Sewer-main backups

· Test results

- Untreated sewage released
	Efficiency of municipal sewage and stormwater collection

Efficiency of municipal sewage treatment and disposal services

Effectiveness: municipal sewage-management practices prevent environmental and human health hazards

Effectiveness: municipal sewage-management practices prevent environmental and human health hazards

Effectiveness: municipal sewage-management practices prevent environmental and human health hazards
	Operating costs for collection of sewage and stormwater per kilometre of sewer lines

Operating costs for treatment and disposal of sewage and stormwater per cubic metre treated

Number of sewer-main backups per kilometer of sewer line

Test results for sewage treatment operations

Number of hours when untreated or partially treated human sewage was released into a lake or natural water course

	Water:

- Operating cost for water treatment

· Operating cost for water distribution

· Approximate water loss

· Test results

· Water leaks

- Boil-water advisories
	Efficiency of municipal water treatment services

Efficiency of municipal water distribution services

Effectiveness: minimize water loss

Effectiveness: water is safe and meets local needs

Effectiveness: water is safe and meets local needs

Effectiveness: water is safe and meets local needs
	Operating costs for water treatment per million litres of water treated

Operating costs for water distribution per kilometer of distribution pipe

Percentage of water produced that is not billed

Test results for water treatment plants and distribution systems

Number of breaks in water mains per kilometer of water pipe

Number of days when a boil-water advisory issued by the medical officer of health and applicable to a municipal water supply was in effect

	Transportation:

· Operating cost for paved roads

· Adequacy of roads

· Operating cost for unpaved roads

- Operating costs for winter control of roadways

· Effective snow and ice control for winter roads

· Conventional transit ridership per capita

- Operating costs for conventional transit
	Efficiency of municipal paved (hard top) road maintenance services

Effectiveness: safe and secure roads

Efficiency of municipal unpaved road maintenance services

Efficiency of municipal winter road maintenance services of roadways

Effectiveness: safe and secure roads

Effectiveness: maximum utilization of transit services

Efficiency of municipal transit services
	Operating costs for paved roads per lane kilometer

Percentage of paved-lane kilometers of roads rated adequate

Operating costs for unpaved roads per lane kilometer

Operating costs for winter control maintenance of roadways per lane kilometre

Percentage of winter-event responses that meet or exceed municipal road-maintenance standards

Number of conventional transit passenger trips per person in service areas

Operating cost for conventional transit per regular-service passenger trip

	Fire:

· Operating costs for fire services

· Fire loss


	Efficiency of municipal fire services

Effectiveness: minimize loss of property due to fires
	Operating costs for fire services per $1,000 of assessment

Total dollar loss due to structural fires, averaged over three years, per $1,000 of assessment

	Police:

· Operating costs for police services

- Cases cleared
	Efficiency of municipal police services

Effectiveness: safe communities
	Operating costs for police services per $1,000 of assessment

Percentage of cases cleared for each of the following categories: violent crimes, property crimes, other Criminal Code crimes (excluding traffic), Criminal Code traffic, drugs, crimes under other government statutes

	General Government:

· Operating costs for municipal administration

- Operating costs for council members
	Efficiency of administration supporting local service

Efficiency of municipal council
	Operating costs for municipal administration as a percentage of total municipal operating costs

Operating costs for members of council per capita and as a percentage of total municipal operating costs

	Land Use Planning:

· Percentage of new lots created

- Percentage of agricultural land retained in an agricultural designation
	Effectiveness: new lot creation in settlement areas 

Effectiveness: preservation of agricultural land
	Number and percentage of new lots approved that are located in settlement areas

Percentage of agricultural land preserved


Ontario Government, Ministry of Municipal Affairs and Housing, (January 2001) Municipal Performance Measurement Program (Ontario: The Ministry), at 8-10.
F. Summary

There is no singular or uniform approach to the constitutional status of municipalities in the six Federalist countries examined - Australia, Germany, Switzerland, United States, South Africa, and Canada. In some countries, municipalities are explicitly recognized in the constitution, while in others, they are not. Regardless of their constitutional status, however, municipal expenditure responsibilities and access to revenue sources are strictly controlled by the province/state/canton/lander. 

Within this restrictive environment, variation does exist in municipal spending responsibilities – social services and income distributional programs, for example, are a partial funding responsibility of municipalities in some countries and not in others. Similar variation is noted in access to local taxes. In three of the countries (Australia, Canada, South Africa), municipalities have access to the property tax only. In the other three countries, municipalities have access to income and/or sales taxes as well. In addition, municipalities in all countries rely on user fees and grants from senior levels of government with the relative importance of the latter varying from country to country and generally dependent on the types of spending responsibilities assigned to municipalities. 

Because municipalities are responsible for a range of services, budgets are needed to plan for and control the receipt and expenditure of monies. In practice, there are two budgets – an annual operating or current budget that consists of projected revenues and expenditures and a capital budget that lays out future capital expenditure projects and anticipated revenues for funding these projects. As distinct from senior levels of government, municipalities are not permitted to budget for an operating deficit – hence, long term borrowing for operating purposes is not permitted. For capital purposes, however, long-term borrowing is used although it is subject to a variety of controls and restrictions in every country. 

In recent years, municipal budgets have become more sophisticated and comprehensive in their design and hence, more useful as a management tool for controlling municipal expenditures and for assisting in municipal decision-making. More emphasis is now placed on the importance and usefulness of designing budgets to reflect past and projected expenditures on outputs or goals to be achieved rather than on the cost of inputs. The establishment of targets or workloads (goals) permits local decision-makers to make decisions on the basis of both efficiency (costs) and effectiveness (returns).

Quantification of targets or workloads requires data on both inputs and outputs for it is the ratio of inputs to outputs that defines the target to be met. Once these targets have been established, municipal spending activities must be monitored to ensure that targets are met or that changes of a justifiable nature are incorporated into the budget. Implementation of a performance measurement system based on carefully defined targets has a number of advantages. It permits local officials and taxpayers to monitor the municipality’s public sector activities over time and vis-à-vis each other (sometimes referred to as benchmarking). It strengthens accountability because taxpayers are in a better position to evaluate the services provided by the municipality given the cost of producing these services and therefore, in a better position to judge whether local service provision is effective and efficient. Performance measures reinforce managerial accountability and provide an incentive to stimulate staff creativity and productivity. Finally, performance measures help municipalities develop budgets based on realistic costs and benefits rather than on historical patterns. When combined with benchmarking, performance measures provide a more competitive environment in which municipalities operate, thus leading to more cost efficient ways of providing services.

While the budget is the heart of municipal resource administration, municipal accounting systems and practices and their subsequent reports are central to the budget-making process. For example, past accounting records furnish important data for revenue and expenditure forecasts used to construct the budget. Accounting records provide information on debt and debt service charges and serve as a basis for estimating a municipality’s ability to carry further debt. Sound accounting reports provide timely information on whether budget plans are on target or amiss, when capital funds are diverted to operating expenditures, when expenditures are outpacing revenues, and when the municipality is incurring financial obligations beyond its fiscal capacity. The focus of reporting and accounting, then, is to document, classify and summarize transactions so users of the resulting financial reports are able to understand and evaluate municipal operations.

Municipal accounting differs from private sector accounting because the emphasis in the former is on cash flow, and transparency and accountability to the local constituency while the emphasis in the latter is on profit or loss reporting. The basic difference between municipal accounting systems and personal/business accounting is the use of fund accounts. Under fund accounting, a separate fund is used to report financial transactions for a particular aspect or activity of government such as water or sewage operations. The fund basis of accounting recognizes that most government assets are not fungible – that is, available for purposes other than those budgeted – and that data on budgeting compliance are an important part of the stewardship responsibility of government. Distinct fund accounting and reporting is necessary to control resources for their designated use and to demonstrate compliance with legal and budgeting constraints affecting municipal governments.

Cash accounting, accrual accounting and modified accrual accounting form three possible accounting bases used by municipalities. Cash accounting, however, is the weakest of these alternatives because it often fails to provide a true or complete picture of the financial health and fiscal sustainability of the municipality. This, and a concern that municipalities do not have reliable information on the age and quality of much of the local infrastructure (especially that which is underground – water and sewer pipes) has motivated senior levels of government in some countries to pass legislation requiring municipalities to move to full accrual accounting or a version of it that would provide local decision-makers with more reliable information for making efficient and effective decisions in managing municipal assets. 
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