
Chapter 2. Evolution of Municipal Finance

General Description of Municipal Finance

It is certain that in the course of more than ten years that have passed since the beginning of the reforms an integral concept of municipal finance reforms has never been realised. This field remains one of the least reformed in the institutional aspect and the mechanisms applied here basically are the same as in the times of the Soviet Union. While a certain progress has been achieved in the field of regulating financial relationship between the centre and the regions, this is not the case in relation to the RF subject or municipal entities.

The data in Table 2.1 demonstrating the overall dynamics of the sources of income from 1994 till 2001 fully corroborate this conclusion. Obviously, although certain fluctuations in the debt structure can be observed during the period under review, no substantial changes have occurred. The share of sources directly controlled by regional authorities (shared taxes and financial aid) fluctuated approximately from 2/3 to 3/4 of all municipal revenues, even exceeding this level in certain years. This considerable part of municipal entities' revenues may be revised annually (and sometimes even in the course of a financial year); local authorities have no guarantees of stability or predictability of changes of sources of income in respect to this part. The main portion of revenues was formed by the income tax, profit tax, VAT (up to 2001) and excise taxes, i.e. the same sources that form the basis of the federal and regional budgets.

Table 2.1 

Structure of Revenue Sources of Municipal Entities in 1994 - 2001 (in %)

	 
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	Total  revenues, including:
	100
	100
	100
	100
	100
	100
	100
	100

	Tax revenues, including
	62.2
	61.8
	59.9
	60.6
	63.7
	70.6
	66.9
	60.5

	Local
	9.3
	7.1
	7.7
	8.7
	11.3
	12.8
	14.4
	5.4

	Assigned
	5.7
	7.6
	11.3
	10.9
	13.1
	13.3
	12.8
	12.9

	Shared
	44.7
	43.1
	37.3
	37.4
	36.7
	43.9
	39.3
	41.2

	Non-tax
	4.8
	2.6
	2.4
	2.2
	3.7
	3.6
	3.5
	3.8

	Financial Aid
	32.9
	35.6
	37.6
	37.0
	32.3
	25.1
	28.5
	34.6


However, while the system of municipal finance regulation has remained practically unchanged, the municipalities' range of responsibilities, institutional environment and mechanisms of operations have undergone fundamental changes. The evolution of municipal entities' financial status may be divided into three stages determined by the various financial tasks facing the municipalities: from 1991 till 1994, from 1995 till 1999 and from 2000 till 2001.

At stage one, from 1991 till 1994, the financial crisis has for the most part affected the federal authorities, while no serious financial disparities could be observed at the regional and local levels. As the data in Table 2.2 (Bogacheva, Amirov, 1997, page 18) demonstrate, territorial budgets were performed with a surplus. However, starting from 1993 this occurred mainly due to transfers from the federal level, and to a lesser extent, owing to revenues from privatisation, reflecting, above all the lobbyist potential of the regions in their struggle for financial resources against the weakened central authorities.

Starting from 1995 regional budgets have been performed with a deficit; according to experts' observations, the main amount of the deficit, up to 80 percent, has occurred at the local level (Bogacheva, Amirov, 1997, page 18). The period of an acute crisis of municipal finance lasted from 1995 till 1999. The worsening of local budgets' financial problems was related to a number of reasons.

A considerable range of functions was transferred to the municipal level, partly legally, partly spontaneously. The scope of competence of municipal authorities expanded substantially. According to the data for 1997, out of total budgetary expenses at all levels, local budgets accounted for 42 percent of total expenses on social policies, 57 percent of expenses on health care and physical culture, 42 percent of total expenses on culture and the arts, 66 percent of total expenses on housing and utility services, 67 percent of total expenses on education (and in respect of secondary education, 95 percent were funded at the local level) (Local Self-Governance Finance, 1997, page 11). 

Table 2.2 

Total Revenues, Expenses and Balances of Consolidated Budgets of the Subjects 
of the Russian Federation (RUR billion)

	
	1992
	1993
	1994
	1995
	1996

	Revenues less transfers from target budgetary funds and other authority levels, earnings from privatisation
	2300.0
	2321.3
	86237.8
	201948.9
	264284.7

	Expenses, less expenses of target budgetary funds and on aid to other levels of authority
	2253.4
	26879.5
	108062.4
	238536.3
	338389.2

	Balance
	RUR billion
	46.6
	-2667.2
	-21824.6
	-36587.4
	-74104,5

	
	% of GDP
	0.3
	-1.6
	-3.5
	-2.2
	-3,3

	Earnings from privatisation
	43.4
	252.5
	634.0
	1308.4
	1872.8

	Interbudgetary transfers
	261.9
	4282.7
	25404.6
	30282.7
	51704.5

	Balance
	RUR billion
	351.9
	1868.0
	4214.0
	-4996.3
	-20527,2

	
	% of GDP
	1.9
	1.2
	0.7
	-0.3
	-0,9


The transfer of federal commitments to fund the expenses related to social decisions did the greatest harm to local finance. E.g., while before 1992 only nine categories of the population were entitled to reduced rent and communal charges, from 1992 till 1999 six additional laws were passed that extended these benefits to 18 more categories of the population. 38 categories received benefits in respect to urban transportation fare and 21 categories received benefits in respect of medicines (Belovodova, page 17). According to the estimates by the Ministry of Finance, the total amount of the largest federal mandates was 60 percent of the expenses of the regional consolidated budgets in 1999, and the amount of the mandates on the whole was 170 percent (Lavrov, Litvak, Sutherland, 2001, page 37). Acceptance of enterprise houses and social purpose facilities also caused substantial additional expenses. From 1993 till 1997, in Russia on the whole cca. 80 percent of enterprise houses, 76 percent of nurseries and kindergartens, 82 percent of medical establishments were transferred to the municipal property. As a result, according to the available estimates, the municipal stock of social purpose facilities increased 65 percent, and in some cities, dozens of times (Pronina, 1998, page 22).

But the growth of expense commitments was not accompanied by an adequate increase of sources of income. This was related both to objective reasons (a setback in production, expansion of the economic crisis) and to the financial policy of the federal centre and the subjects of the RF. The transfer of additional powers to the local levels was accompanied by centralisation of financial resources. While in the period from 1993 till 1998 the share of local budgets on the expense side of the consolidated budget of the Russian Federation grew 10 percent, the corresponding share on the revenue side grew only four percent (Boreskova, Kitova, 2000). Expenses on benefits that had been introduced at the federal and regional levels often without specifying the source of funds were not reimbursed. Additional expenses related to the acceptance of enterprise facilities were reimbursed after years of delays, and regions and municipalities suffered inflation losses. Therefore, it became quite popular to accept budgets with a large deficit without specifying the sources of its coverage and to considerably understate the necessary budget expenses on acquisition of goods and services at the stage of budgetary planning. As a result, enormous budgetary debt accumulated for actually received goods and services, which the municipal authorities were formally not obliged to repay.

The crisis of municipal finance has had a destructive impact on all aspects of local authorities' operations. In fact, only salary expenses were funded (with considerable delays) and some current expense items (catering, medicines). Practically no funds were allocated to pay for the utility services; as a result, heating debts of many municipals grew to amounts comparable to the annual budget. The enormous debts to utility services were related to non-funded federal mandates. The practice of non-monetary settlements, netting and barter gained wide acceptance. Municipal entities were seeking to form the monetary part of local budgets in amounts that were sufficient to pay the salaries; all other funding was carried out in non-monetary form. Capital expenditure funding was brought down to the minimum; directions of the capital expenditure were determined by the resources received from barter operations. To cover the barest necessities, municipalities had to make borrowings on unfavourable terms and conditions, which complicated the situation even more. 

The policies pursued by regional authorities quite often were far from abating the crisis. Deduction ratios for shared taxes changed every year and were established on the basis of subjective, often political, criteria. Although, starting from 1995 some regions began to apply the mechanism of transfer allocation by a fixed formula, in fact there prevailed the practice of distributing financial aid on the basis of actual costs, at best, or, if the worst came to the worst, by means of 'political accords'. The deficit of local budgets (as a rule, it was evenly distributed between all municipal entities) was planned at the stage of budgetary planning. The practice of centralised procurement was widespread (under such practice, regional authorities centralised the funds of municipal budgets for purposes of purchasing medicines, preparing for the coming winter etc. Such centralisation limited local authorities' ability to manage their resources flexibly, and economies of scale often failed to compensate the drawbacks. Moreover, centralised procurement was often carried out at higher prices than decentralised purchases. In a number of cases municipal functions have been transferred to the subjects of the Russian Federation (primarily, by municipal entities that to a large extent depended on subsidies).

The situation somewhat improved in 2000 - 2001: these years may be regarded at a period of temporary financial stabilisation. The main reason for it was the beginning economic growth and the corresponding increase in tax revenues. Non-monetary forms of budget implementation were to a considerable extent overcome. A certain order introduced into the funding of federal benefits also played a role. In addition, the reforms were accelerated at the local level, especially in the sector of housing and utility services. The share of individual payments for the services increased considerably. The completion of acceptance of enterprise houses and social facilities to the municipal property had positive effect in most of the municipal entities.

The period of a temporary financial stabilisation is marked by an abatement of the public sector worker salary problem, lower rates of debt growth, including the debt for utility services (and, in some cases, the debts were even repaid) and a certain increase in capital expenditure. We do not have systematic information on municipal entities' budgets, but, judging by the data on the consolidated budgets of the subjects of the Russian Federation in Table 2.3 (Christen, 2002(2), page 11), in 2000 to 2001overall budget surplus replaced budget deficit, the amount of accounts payable was considerably reduced, and repayments were actively going on. However, Table 2.3 demonstrates that these processes were very irregular.

Table 2.3

Some Indicators of the Consolidated Budgets of RF Subjects in the Period from 1998 till 2001.

	
	1998
	1999
	2000
	2001

(11 months)

	Deficit/Surplus, % of Expenses

	On average by RF subjects
	-2.4
	-0.2
	3.4
	4.7

	including:
	
	
	
	

	non-subsidised
	-2.1
	1.5
	6.7
	7.0

	subsidised
	-2.2
	-0.9
	1.4
	1.7

	highly subsidised
	-3.3
	-3.3
	-4.4
	2.7

	Change in budgetary accounts payables over the year, % of the beginning of the year

	On average by RF subjects
	67.6
	6.8
	-25.0
	-14.9

	including:
	
	
	
	

	non-subsidised
	76.5
	-23.6
	-28.2
	-11.6

	subsidised
	67.4
	28.5
	-36.8
	-10.1

	highly subsidised
	62.2
	5.9
	-8.6
	-20.4

	Change in budgetary accounts payables over the year, % of the expenses during the year

	On average by RF subjects
	21.4
	14.6
	6.9
	4.8

	including:
	
	
	
	

	non-subsidised
	11.0
	5.2
	2.1
	1.7

	subsidised
	27.4
	23.6
	11.1
	7.5

	highly subsidised
	37.8
	26.3
	16.7
	9.3

	For Information:

The share of consolidated budgets of RF subjects in budgetary revenues (financial aid not included) of the consolidated budget of the RF, %
	54
	49
	46
	41

	The share of financial aid from the federal budget in the revenues of the consolidated budgets of RF subjects
	11
	10
	9
	18


The 2002 situation demonstrated that financial stabilisation of municipal finance is not long-lasting. The decision to increase the salaries of public sector employees (which, in fact, was just another non-funded federal mandate) in many cases destabilised the position of local budgets, again demonstrating that, without resolving the basic problems of municipal finance it would be impossible to achieve stable positive changes in that field. The main drawbacks of mid-90s again began to occur (albeit not at such a catastrophic scale): delays in salary payments and growing debts for the heating. The need for serious reforms became obvious.

Evolution of Approaches to Municipal Finance Regulation

The drawbacks of the existing system of local budget regulation (e.g., the assignment of sources of income 'from above' and an annual revision thereof, which lead to subjective attitudes on the part of regional authorities and parasitic attitudes on the part of local authorities) were obvious even in the first years of economic reforms
 However, the approaches to solving these problems differed over the reform period. One can distinguish three stages in the development of municipal finance reform ideology. These may be termed as follows: experimenting with local taxation; integrating into the state finance system; searching for a model of financial autonomy.

At stage one, the main attention was paid to developing a system of local taxes that was regarded as a guarantee of local budgets' independence. As early as in 1992 to 1993 local authorities were allowed to introduce 23 local taxes. Three of the taxes, namely, personal asset tax, land tax and registration fee charged from individuals conducting business operations, were mandatory, others could be introduces on decision of local self-governance bodies. The list of local taxes was not disclosed and the establishment of tax rates was in an overwhelming majority of case strictly regulated in the federal law.

In 1994 serious changes occurred in this field. The Presidential Decree "On Forming the Republican Budget of the Russian Federation and on Relationship with the Budgets of the Subjects of the Russian Federation in 1994" of 22 December, 1993 determined that additional taxes and fees collected in the RF subjects and additional local taxes and fees not envisaged in the law may be introduces on the basis of decisions of RF subject authorities and local authorities. In addition, regional and local authorities were granted free hand in imposing new tax rates, in particular the rate of profit tax. In the end of 1993, a local tax on the maintenance of the housing resources and social and cultural facilities was introduced with a special aim of covering the financial consequences of the transfer of enterprise houses and social and cultural facilities to the municipal property.

Regional and local authorities actively used the right to impose taxes independently. In the period from April to June of 1994 alone over 70 regional and local taxes and fees were introduced in addition to those envisaged in the federal law (Panskov, 1994, page 17). However, these taxes on many an occasion proved ineffective. Regional and local authorities often introduced a lot of small and difficult to administer taxes; moreover, in doing so they tried to adjust the revenue system to their numerous functions and the corresponding expenses. As a result, the practice of introducing target fees aimed at solving certain tasks became widespread, but the fees only brought a small portion of the funds needed to solve the task. E.g., the fee for the needs of educational institutions in the Chelyabinsk oblast covered only five percent of the funds needed to finance education. Besides, the authorities attempted to regulate economic activities at the regional and municipal levels – naturally, to the extent of their understanding of the desirable lines of development. In the widely discussed case of the Kursk oblast, its authorities imposed such taxes as, e.g., a tax on products sold outside the oblast, a tax on production slowdown and a tax on uninstalled equipment. A tax on using foreign words was introduced at the regional level (Gorski, 1995).

While noting the negative consequences of an open list of regional and local taxes, experts at that time had no doubts as to the importance of granting large powers to municipal authorities in the field of local taxation. In their opinion, the decision lay in adopting a law on local taxes aimed at regulating the problems arising in that field. This draft law never passed the discussion stage, though.

The experience gained in applying local taxes brought to light another problem that mostly the representatives of municipalities paid attention to: in the event that sources of income of local budgets were regulated 'from above', additional revenues from local taxes were simply taken into account in calculating the norms of the shared taxes that were decreased by the corresponding value. Moreover, regional authorities made unrealistic forecast of revenues from local taxes, which complicated the status of municipalities even more. It was becoming more and more apparent that it was not possible to form an efficient financial system at the local level using only local taxes, without resolving more general issues of municipal finance regulation.

The Law "On Financial Foundations…" marks a turn towards a broader and more comprehensive consideration of the municipal finance issue. This is related primarily to the fact that the aim of the Law is to regulate the processes that to an overwhelming extent determined the finances of municipal entities, namely the mechanisms of assigning shared taxes and granting financial aid. Previously an attempt to regulate these issues somehow was made in the Law "On General Principles…". This Law established that government agencies had to provide municipal entities with minimum local budgets; the minimum required expenses of local budgets had to be determined in the laws of the subjects of the Russian Federation on the basis of the norms of the minimum fiscal capacity. Quite obviously, declaring general principles that have not been formulated with sufficient detail was far from enough to be able to resolve such a complicated problem. The Law "On Financial Foundations…" makes a clear step forward in this direction. However, the compromise nature of this law prevented it from ensuring considerable changes in the existing practice of interbudgetary relationship between the subjects of the RF and municipalities. The most significant provisions of the law were as follows:

Firstly, the minimum proportions of federal taxes assigned to municipal entities were established, including
:

· at least 50 percent of the income tax;

· at least 5 percent of the profit tax;

· at least 10 percent of the VAT;

· at least 5 percent of excise taxes on alcohol, vodka and alcoholic beverages, and at least 10 percent of excise taxes on a number of other products liable to excise taxes.

However, these shares have been assigned to all subjects of the RF on average, and not to each municipality in particular, i.e. regional authorities have retained the possibility to apply a subjective approach in assigning taxes to a municipality. Moreover, in some cases this law has been used to reduce the ratios assigned to the municipal entities (that were previously assigned higher ratios of deduction from shared taxes), and municipalities have suffered considerable financial losses (Boreskova, Kitova, 200, page 15). This was typical, e.g., of Orenburg. At the same time, according to interpretations by some courts, the provisions of the Law related to individual municipal entities, hence municipalities won the claims for bringing ratios of deductions from shared taxes in accordance with the Law (e.g., the cases in the Lipetsk oblast (Pudrov, 2002, page 16) and Irkutsk oblast (in Bratsk).

Secondly, the Law regulated in sufficient detail the principles and mechanisms of establishing interbudgetary relationships between regions and municipalities, in particular, granting financial aid to municipal entities. An order for the forming and functioning of the fund for financial support to municipal entities was established and criteria for the distribution of the fund's aid determined.

Thirdly, the Law has attempted to ensure certain independence guarantees for local authorities, but this attempt has been rather modest. It has been established that the shares of federal taxes calculated for each municipal entity should be assigned on a permanent basis; additional deductions for at least three years may be assigned besides these deductions. It has been declared that the actual increase in local budgets' revenues resulting from their own efforts cannot be regarded as grounds for lowering the ratios of deduction from shared taxes or the next year's financial aid. In reality these provisions of the Law have been in the majority of cases ignored.

On the whole, the Law "On Financial Foundations…" has failed to justify the hopes pinned on it
. Examples in Table 2.4 demonstrate that the practice of unjustified revision of deductions from shared taxes has remained basically unchanged in comparison with the period before the adoption of the Law; this has kept the budgetary conditions at the municipal level unstable and unpredictable and has often lead to considerable financial losses for local budgets. Distribution of financial aid has also remained subjective.

Table 2.4

Ratios of Deductions from Shared Taxes to Local Budgets, 
by Individual Towns (%)

	
	Volkhov
	Petrozavodsk
	Syktyvkar

	
	1995
	1996
	1997
	1997
	1997
	1999
	1998
	1999
	2000

	Profit Tax
	6.1
	2
	0
	9
	10
	8.5
	7
	2.9
	0

	VAT
	15
	5
	0
	20
	7
	8.25
	1.7
	1.7
	0.03

	Income tax
	58.4
	10
	90/100*
	90
	70
	45.6
	41
	14.5
	0


* The norm was established at the level of 90 percent in the first six months and at the level of 100 percent in the second six months.

Moreover, the Law that was aimed at protecting financial autonomy of municipal entities in fact marked the beginning of a new stage, in which the issues of local budgets' independence receded into the background and a course was taken aimed at integrating municipal finance into the federal budgetary system. In our opinion, this has occurred because the task of the Law was to regulate the present day practice by introducing certain modifications into it, and not to carry out fundamental reforms. In fact, the Law established that shared taxes were the main source of municipal income, and not independent local sources. Thus, it is quite logical that this law has failed to provide a foundation for changing the trends existing in the interbudgetary relationships at the subfederal level. As for the elements of local budgets' independence that have been declared in the Law, practice has rejected them because they do not correspond to the system's overall logic.

The introduction of the Law "On Financial Foundations…" was accompanied by limitations of municipal entities' rights in the area of local taxation. Starting from 1 January, 1997, regions and municipalities were deprived of the right to introduce taxes not envisaged in the federal legislation. The list of local taxes authorised by the law was also gradually reduced. E.g., it was fixed in the law that introducing the regional sales tax would abolish 16 local taxes provided for in the Law "On the Foundations of the Tax System in the Russian Federation". The Tax Code of 1998 is also extremely austere in this respect. Article 15 places only five types of tax payments among local taxes and fees:

· land tax;

· personal asset tax

· tax on advertising;

· death and gift tax;

· local license fees.

And, since it has been declared that the property tax is a regional tax, upon its introduction only three latter taxes remain (i.e., the land tax and personal asset tax are excluded). 

At the same time, the authorities started to increase the degree of financial resource centralisation in the federal budget. E.g., it was proposed to resolve the issue of financing the social commitments stated in federal laws. Indeed, this could be a way towards a considerable recovery of the local budgets' financial status if a considerable part of these commitments were abolished and the remaining commitments would be fully funded from the federal budget. However, in practice the centralisation of funds was not accompanied by a considerable decrease in the state's social commitments, and a simple redistribution of sources of income could not cover the expenses that nobody had previously funded. The problem of funding the government's decisions remained as acute as before.

In 2001 the revenue base of local budget underwent the most serious changes: the local housing maintenance and social and cultural facilities maintenance tax was abolished and the VAT fully centralised in the federal budget at the same time. As a result, municipalities lost more than 25 percent of their sources of income. The only local tax that constituted a sizeable share of municipal revenues was abolished. On average, this share was cca. 18 percent in municipal entities, sometimes reaching one half of all tax receipts. Estimated consequences of such decisions were far from comforting.
 According to the estimates, introducing the five-percent profit tax would not offset the lost revenues, as the regions would reduce their transfers of shared taxes in the corresponding amount. In 2001, however, the situation did not deteriorate; instead, perceptible positive changes were observed. As it has been mentioned above, this may be primarily explained by favourable economic dynamics leading towards considerable growth of tax receipts. Nevertheless, objections to the position of the Tax Code aimed at excessive centralisation have been growing ever more active. The government started looking for new approaches to municipal finance regulation.

The "Programme of Development of the Budget Federalism in the Russian Federation for the Period up to 2005" adopted in 2001 is a large step forward in forming a new ideology of regulating regional and local finance. Although this document postulates the necessity to centralise budgetary resources in the short and medium terms, its main aim is to ensure independence of regional and local budgets and regulate interbudgetary relationship. The most important Programme provisions with respect to the financial basis of local self-governance are as follows:

· regional and local authorities should be granted clear and real powers to incur expenses balanced with the financial resources;

· it is necessary to reduce the number of 'non-funded federal mandates' and in future to liquidate them, providing for full financial support of the legally fixed budgetary commitments.

The Programme pays considerable attention to the issue of regional and local budgets' own sources of income. Based on the methodological approaches stated in the Programme, local budgets should be assigned the most stable, evenly distributed tax sources with immobile taxation basis. In addition, it should be the taxes that municipal authorities can influence to the greatest extent, thus creating the conditions for and increase or decrease of the taxation basis, stimulating or dissimulating the development of objects of taxation
.

The Programme proposed to use this basis for assigning to local budgets the guaranteed share of the income tax, profit tax, sales tax and the tax on utilisation of generally used natural resources. It was proposed to make the property tax local; in respect of the taxes on total revenues, it was proposed to transfer them in full amount to local budgets and to expand local authorities' powers relating to the regulation of tax regimes.

Further discussion of this issue focused primarily on three types of taxes, namely: the income tax, property tax and small business tax. At present it is widely acknowledged that precisely these three types of taxes, in various combinations, should create the financial basis of local budgets. This has been on many occasions said in the course of parliamentary hearings dedicated to legislative issues in the field of local self-governance in January 2001 (Problemy Zakonodatelstva, 2001, page 14, 24); this position has been supported in researches on local self-governance (Salov, 2001). Even in the events that it is planned to assign to local budgets a wider ranges of sources of income, these three taxes take the central position (Pronina, 2001, page 30 - 33). In doing so, it is proposed to make the property tax and small business tax local (Salov, 2001, pages 125 0 134; Pronina, 2001, pages 30 - 33).

Focusing mainly on financial equalization, the Commission for Division of Powers has not introduced any fundamentally new aspects in this issue. Consequently, at the present time the main approaches to the reform of the municipal finance regulation system have been laid down, but so far they do not have any influence on the practical activities in this field.

The Main Drawbacks of the Existing Municipal Finance Regulation System

Before analysing in detail the changes in financial legislation necessary to provide the financial guarantees of local self-governance, let us briefly formulate the main problems with respect to the functioning of the existing municipal finance regulation system.

The most serious problem is municipal authorities' lack of interest in efficient independent activities. It should be borne in mind in this respect that, due to the decisions made in early 1990-s and to the transfer of enterprise social facilities to municipal ownership, municipalities concentrated a considerable amount of property under their control. In the first place, these were the housing resources, educational and health care institutions, clubs, stadiums and other social sphere facilities. In addition, these were municipal unitary enterprises and organisations in the field of housing maintenance, heat and water supplies, other utility services, transportation etc. Effectively managing this property, increasing its economic efficiency and implementing a competent privatisation policy belong to the most important factors determining the quality of municipal governance and, at the end of the day, the efficiency of municipal entities' financial operations. These factors play an especially importance role at present since they are directly connected with implementation of the reforms that affect not only the municipal level (namely, the reform of housing and utility services, social sphere, federal and municipal unitary enterprises). To improve the quality of financial operations it is just as important to efficiently manage budgetary resources, namely: distribute the municipal orders on a bidding basis, attract private companies to its implementation, liquidate unnecessary expenses etc.

Meanwhile, in the current conditions municipal entities are not interested in managing property or financial resources efficiently. Improving the quality of municipal activities, implementing reforms aimed at saving budgetary assets and deriving additional financial means does not have positive influence on the status of the municipal budget or municipal economy. It is highly probable that already next financial year the means in question will be centralised at the regional level and redistributed in favour of other, less efficient municipal entities, while the rate of reduction in expenses can well be introduced as the basis for future operations, which will deteriorate the municipality's status in medium term. At the same time, due to a large amount of and unpredictable changes in non-funded mandates, an increase in efficiency will in no way influence real financial results. Instead, it will only result in a slight decrease of the debt, the amount of which mainly depends on other, much more important factors. Moreover, a competent municipal policy may aggravate the problem of non-funded mandates. As the experience of the town of Cherepovets shows, transition to full payment of housing and utility services by the population caused an unplanned increase in the amount of benefits with respect to the services, which resulted in reallocating the town's funds in order to cover the additional expenses. On the whole, it is obvious that municipalities find it more convenient to live on subsidies than to be donors, prefer to increase expenses instead of reducing them. As long as the current system of municipal finance regulation exists, hopes for the acceleration of institutional reforms at the local level will remain groundless.

The existing system of sources of income, in which shared taxes play a leading role, does not stimulate municipalities to manage property efficiently or implement competent municipal policy either. From the point of view of revenue growth, it is much more important for a municipality to have good relationship with the management of large corporations located in its territory than either to worry about improving the quality or increasing the value of the property or to create favourable conditions for small business development. Thus, municipal entities' interest in operation efficiency is the least precisely in those fields where it could produce the most significant positive effect.

Without adequate economic incentives municipalities use totally different criteria in their policy. E.g., populist, economically unjustified decisions, monopolisation of municipal service market, support of affiliated municipal organisations irrespective of the real degree of their operational efficiency are common practice. Quite often decisions are made based on the personal interests of a municipality's management. It is evident that the reform of municipal finance is unlikely to extirpate these problems. However, it is of fundamental importance that at the present time the financial capacity of and, therefore, the quality of life in a municipal entity practically do not depend on the degree of honesty or competence of the management (or is even inversely proportional to that degree!). Thus, even rational motivations of the population at the elections to local governance bodies are very far from optimal.

Changes in financial conditions that take place every year, instability and unpredictability of the financial situation prevent municipalities from planning future lines of their operations and raise considerable difficulties to attracting long-term investments. The contradictions related to it could be clearly seen in cases when municipalities acted as borrowers or sub-borrowers under loans by international financial organisations to projects related to the development of infrastructure. A change in political or economic conditions in the region brought about sharp shifts in the structure and amount of sources of income assigned to the municipalities, which on many occasions resulted in their inability to service and repay long-term debts. Similar problems arise in other cases of attracting investments into the communal infrastructure. Taking into account that, due to a high degree of wear and to considerable breakdown rate of communal facilities such investments are instrumental to creating normal living conditions for the population, the need to solve this is really pressing.

Finally, the existing mechanisms of municipal finance regulation inevitably make interbudgetary relationship highly dependent on politics. Under soft budgetary limitations, political factors may have much greater influence on municipal entities' financial capacity than real management efficiency. At the same time, regional authorities are always capable of punishing a disobedient municipality. This factor plays an especially negative role in the events of a serious conflict between the mayor of the capital city and the governor. The relationships are 'sorted out' by means of financial pressure and maximum reduction of sources of income for large cities, and as a result the inhabitants of municipal entities suffer. Revenues are also centralised in the periods of preparation for governor elections; in such cases the funds are used to win over the population to the governor's side, and on many occasions the methods of achieving this end are economically unjustified.

It is evident that, while the existing practice affects the majority of municipal entities negatively, its consequences for large and medium cities are especially destructive. It is precisely in these cities that the main amount of municipal property and the largest budgetary resources are concentrated; thus, the losses from ineffective management are especially serious. At the same time, it is precisely in such cities, with valuable property, good prospects for competition growth, small business development potential and investment opportunities that the idle reserves related to inadequate motivation of municipal management are especially large. Such municipal entities are usually donors; thus they suffer most from subjective approaches to the regulation of sources of income. And it is precisely in the relations with such municipalities that political reasons and conflicts with the regional authorities play the greatest role. Thus, although the issue of making local budgets independent and establishing clear rules of the game in interbudgetary relationships is on the agenda of all municipalities, it is especially pressing for large and medium cities.




� "As for local budgets, that most widespread element of the budgetary system, practically nothing has changed in this field during the yeas of radical economic reforms… The hopelessly outdated mechanism of centralised regulation used by higher authorities to regulate the income of local budgets is being used and will be used for an indefinite term. This deprives local authorities of financial independence and binds the development of local economy and social sphere to the higher bodies' capabilities and wishes to resolve the problems of the administrative districts, towns, settlements and villages for years to come. In addition, the many years of practice have demonstrated that the budgetary regulation system gives rise to parasitic attitudes because there is no urgent need to earn money if it can be obtained on demand or by persistent asking." (Panskov, 1994, page 15).


� The first attempt to resolve the problem was made in Presidential Decree "On the Main Lines of the Tax Reform and Measures Aimed at Strengthening Tax and Payment Discipline" of 18 May, 1996. This Decree introduced minimum deductions from sharing taxes to the budgets of various levels, including local budgets, starting from 1 January, 1997.


� "The Federal Law "On Financial Foundations for Local Self-Governance in the Russian Federation" adopted in 1997 has failed to justify the hopes pinned on it. Relationships between regional and local budgets remain unregulated and 'opaque', and the degree of real financial independence and responsibility of local self-governance agencies very low" (Christenko, 2000, page 6).


� "Thus, as a result of the reforms, the declared situation: "One tax, one budget", will be implemented for the federal budget (100 percent VAT) and for the regional budget (99 percent income tax). The local budget will also keep one local tax, the tax on advertising, but it will be not enough to form the budget" (Eremeeva, 2001, page 17).


� The approach formulated in the Programme reflects traditional views at the distribution of taxation authorities set forth in the budget federalism theories. At the same time, some researchers do not support such viewpoints. E.g., according to the public choice theory, subnational bodies should be authorised to tax the most mobile factors, and tax competition is considered an important condition for ensuring the tax system's efficiency. In this theory, the general approach is based on the assumption that  it is necessary to decentralise the production of most of public goods (at least, of those that have no externalia or spillover effect) and assign tax authorities that ensure a correspondence between the income capabilities and expense commitments. For a review of budget federalism theories, in particular, various view at the distribution of expense commitment and tax authorities between the budgetary system's different levels, see: Budget federalism, 2001, p.p. 122 - 157.
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