
Part III. Municipal Finances: Reform Directions 

Chapter 8. Analyzing Results of Calculations: Economic Policy Considerations 

An analysis of the impact of division of powers between the regional and local levels on the assignment of revenue sources to local budgets 

The results of the calculations concerning large cities and municipal entities across regions permit to draw certain conclusions relating not only to revenue sources recommended for assignment to the municipal level, but a broader range of issues of tax policies and development of the concept of local self-governance.  

The general conclusion following from the analysis of calculations is that for each analyzed scenario of distribution of powers between the regional and municipal level it is possible to assign to local budgets a set of revenue sources answering the generally accepted views and international practices in this sphere. Usually such sources include (in different combinations) the property tax, the income tax, the sales tax, and various business taxes. It is proposed to use exactly this set of tax revenues (in full or in part) and related non-tax revenues in the form of local or assigned to the local level revenue sources as the revenue base of local budgets. 

However, the comparison of calculations done in accordance with different scenarios demonstrate that assignment of revenue sources produces different results depending on the scope of responsibilities and powers
 exercised at the municipal level. The most significant differences may be reduced to the following. 

First, the narrowing of the competence of local authorities results in deterioration of capacity to cover expenditures of municipal entities at the expense of own revenue sources. This is especially illustrative as the evolutionary scenario is compared with the radical one, since the former envisages the most broad scope of powers assigned to the local level and the latter – the most considerable narrowing of this scope. In the case the capacity to finance expenditures from assigned revenue sources is analyzed basing on the data relating to large cities, the replacement of the evolutionary scenario with the radical scenario results in an increase in the coefficient of variation of defrayal of municipal expenditures from 20 – 21 per cent to 32 – 37 per cent, while the share of expenditures funded at the expense of financial aid grows from 17 – 23 per cent to 36 – 40 per cent. As concerns municipal entities in 12 analyzed regions, the significantly increasing share of municipalities financing less than 50 per cent of their expenditures at the expense of assigned revenue sources clearly illustrates the deterioration of the self-financing capacity in the case the evolutionary scenario is replaced with the radical one. While in the framework of the evolutionary scenario this share fluctuates from 57 per cent to 74 per cent across variants of assignment of revenue sources, for the radical scenario this value makes from 81 per cent to 85 per cent. Even more illustrative are the data for municipal entities where need for financial aid exceeds 70 per cent: while in the framework of the evolutionary scenario their share makes 16 per cent to 40 per cent, the respective figures for the radical scenario make 57 per cent to 63 per cent. 

Second, the narrowing of the competence of local authorities deteriorates the capacity for diversification of revenue sources assigned to the local level. International practices provide examples where municipalities are assigned a very limited set of revenue sources. For instance, in Canada the only local tax is the property tax. However, it is viewed not as an advantage, but as a significant shortcoming of the Canadian system of financing of local expenditures. Under the present conditions in Russia, the impossibility to diversify revenue sources at the local level may have even more grave consequences. The instability of the economic situation, uncompleted formation of markets, including the market of real estate, continuation of the tax reform – all these factors may contribute to rapid and considerable changes in the revenues from individual revenue sources. Diversification may moderate such fluctuations and considerably enhance the stability of local budgets with regard to unfavorable external factors. 

Third, the narrowing of the competence of local authorities somewhat complicates the formation of the motivation of local authorities aimed at the improvement of living conditions of the population and creation of the favorable environment for development of small businesses. The present system of interbudgetary relations, where revenues of all levels of the budgetary system are primarily formed at the expense of substantial federal taxes and property taxes are imposed basing on the balance sheet and not market value, primarily orients local authorities towards establishment of good relations with large enterprises situated at their territories. The support and development of local infrastructures are completely unrelated to the revenue base and are most expenditure-intensive types of municipal activities. Development of small businesses also does not significantly affect standing of local budgets. 

Changes in the tax system and assignment of revenue sources to the local level may affect the motivation of local authorities in the following way: 

· exclusion of the profit tax from sources of local revenues makes the relation between the financial performance of the municipal entity and operations of large enterprises situated in its territory somewhat more tenuous;  

· exclusion of excises eliminates the distortion of the motivation of local authorities in favor of support of certain (not necessarily creating largest amounts of public goods) types of activities and their interest in rising entry barriers for excisable goods;  

· transformation of the taxes on assets evaluated basing on its market value, or (in perspective) of the property tax in a significant revenue source of local budgets will considerably increase interest of local authorities in development of infrastructure, implementation of responsible policies in the sphere of management and use of land, and other measures aimed at the growth in the value of real estate;

· assignment of taxes on small businesses to the local level in the case local authorities are vested with broader powers to regulate these taxes will result in an increase of their interest in creation of favorable business environment;  

· assignment of a certain percentage of the income tax increases the interest of local authorities in stimulation of creation of new jobs.  

In principle, all recommended variants of assignment of revenue source positively affect motivation of local authorities. However, in the framework of the evolutionary and radical scenarios this impact may be maximally effective, since there arises the possibility to create prerequisites for transition to the full-fledged property tax as a local tax, at the same time assigning taxes on small businesses and a considerable portion of the income tax to the municipal level. The intermediate radical and especially radical scenarios allow to realize the potential of these measures to a much lesser extent. In these cases one has to choose between formation of prerequisites for transition to the property tax and assignment of taxes on small businesses to the local level, while the income tax either is not assigned at all, or its share is so insignificant that it will fail to create any positive incentive. 

Fourth, the narrowing of the competence of local authorities will considerably complicate budget management. In the case the evolutionary scenario is replaced with the radical one, the share of property taxes in the structure of assigned revenue sources increases about 1.7 times
. Property taxes are collected rather seldom and irregularly: the corporate asset  tax – quarterly, other – primarily in the second half year. In the case the share of these taxes in the budget is high, the process of management of such a local budget becomes rather complicated since there inevitably occur large cash gaps, which must be bridged either at the expense of commercial bank credits (in this case the costs of budget management grow considerably), or budgetary loans (in this case budgetary constraints inevitably become more lax). Besides, this situation is more favorable for subsidized municipal entities than financially self-sufficient ones, since grants are allocated more regularly than own revenues.   

In this case there may be taken an alternative approach envisaging a revision of principles of assignment of revenue sources to the local level, for instance, a significant narrowing of the list of property taxes and stronger stress on the income tax. However, it shall be taken into account that this approach may significantly deteriorate the revenue generating capacity of property taxes (the tax base may be fully assessed only at the local level) and prevent the formation of an adequate motivation of local authorities as discussed above.  

Therefore, it is apparent that effectiveness of assignment of revenue sources varies across scenarios, i.e. different variants of assignment allow settling different problems and creating different prerequisites for enhancement of independence and stability of local budgets. The major factors affecting the effectiveness of the system of assignment of revenue sources are presented in Table 8.1. The trend towards a decline in effectiveness of assignment of revenue sources becomes clearly noticeable as the scope of municipal competence becomes narrower. 

Since, as it was discussed in Chapter 2, exactly financial factors are of the key importance for enhancement of effectiveness of local authorities, they shall be taken into account as concerns the issue of division of powers between the regional and municipal levels. Therefore it appears that the necessity to form an efficient financial system at the local level shall be also taken into account as yet another argument (the subsidiarity principle is of importance here) against significant limitation of competence of municipal entities. From this viewpoint, the scope of powers vested with municipal entities in the framework of the evolutionary and intermediate moderate scenarios appears most preferable.   

An analysis of consequences of assignment of different revenue sources to local budgets 

Variants of calculations envisaged assignment of different combinations of revenue sources to local budgets. The key differences may be reduced to the following two: 

1) the corporate asset  tax, taking into account the fact that working assets are excluded from the tax base, was assigned to municipalities either in the full amount or in part (75 per cent or 40 per cent of the present tax respectively);  

2) the sales tax was included or not included in the taxes assigned to the local level. 

Table 8.1 

Characteristics of effectiveness of the system of assignment of revenue sources to local budgets depending on the division of powers between the regional and municipal levels 

	Factors of effectiveness
	Evolutionary
	Radical
	Intermediate radical
	Intermediate 
moderate

	Diversification of revenue sources
	significant
	insignificant
	average
	significant

	Adequate motivation of local authorities
	real estate + small businesses + jobs
	real estate (partially) + small businesses
	real estate (fully or partially) + small businesses
	real estate (fully or partially) + small businesses + jobs

	Prerequisites for transition to the property tax
	favorable
	unfavorable
	uncertain
	uncertain

	Regularity of inflow of budgetary tax revenues
	regularly
	irregularly
	irregularly
	regularly

	Coefficient of variation (for large cities, %)
	20-21
	32-37
	28-30
	24

	Need for financial aid (large cities, in % of expenditures)
	17-23
	З6-40
	25-33
	20-23

	Share of municipal entities with financial aid exceeding 50 % across 12 regions (%)
	57-74
	81-85
	80-84
	59-71


Tables 8.2 and 8.3 present the comparison of variants of assignment of revenue sources reflecting alternative approaches discussed above. In the framework of each scenario there were chosen two variants of assignment of revenue sources. The variants were chosen in a way allowing reducing the key difference to the analyzed parameter so the influence of other factors was minimal. The concrete variants of assignment of revenue sources in the framework of each scenario are presented in the table. The list of revenue sources assigned in the framework of each variant is presented in Annex 8.1. 

The calculations concerning the corporate asset tax were done basing on the sample of municipal entities in 12 analyzed regions, and the sales tax – in 10 regions (the Leningrad oblast and Krasnoyarsk krai did not introduce this tax). 

The analysis was conducted basing on the comparison between pairs of variants of assignment of revenue sources in the framework of each expenditure scenario by taking the approach described in the preceding chapter. Similarly to that analysis, there were used six indicators. As concerns three of these indicators (ratio between the maximal and minimal share of expenditures covered at the expense of assigned revenue source, overall deficit, and coefficient of variation), there were determined the average value of each indicator across all analyzed regions and the number of regions where the values of these indicators were the best in the framework of each compared pair. As concerns three other indicators (the number of municipal entities with surplus, the number of municipal entities with proficit exceeding 10 per cent, and the share of municipal entities where less than 50 per cent of expenditures were defrayed at the expense of assigned revenue sources (i.e. the need for financial aid in order to defray expenditures exceeded 50 per cent of revenues), for comparison there were used aggregate values across all analyzed regions. 

As concerns the corporate asset tax, the data of Table 8.2 demonstrate that the assignment of the full amount of this tax produces the best results in the framework of the evolutionary scenario, i.e. in the case the scope of powers vested with municipal entities remain unchanged. In the framework of the intermediate moderate scenario, the assignment of the total amount of this tax results in a gain in terms of amount of necessary financial aid and a loss in the coefficient of variation and self-financing capacity. In other cases variants envisaging partial assignment of the corporate asset  tax were more preferable. 

However, the difference between variants of full or partial assignment of the corporate asset tax is much less principal than the difference in capacity to cover expenditures in the framework of different scenarios.  Thus, after the transition from partial to full assignment of the corporate asset  tax in the framework of the intermediate moderate scenario the coefficient of variation increases 1.2 times, and increases 1.5 times in the case the evolutionary scenario is replaced with the radical scenario (in both cases the corporate asset  tax is partially assigned). The share of municipal entities defraying less than half of their expenditures at the expense of assigned revenue sources in the framework of the evolutionary scenario increases by 8 per cent in the case the full assignment of the corporate asset tax is replaced with partial assignment. At the same time, in the case the evolutionary scenario is replaced with the radical scenario, the respective increase makes 27 per cent if the amount of tax is assigned in full and 14 per cent if the tax is assigned partially. 

As concerns the sales tax, the comparison of variants envisaging its inclusion in or exclusion from the revenues of municipal entities produces uncertain results. On the whole, in the case the sales tax is included, coefficients of variation in the framework of radical scenarios somewhat improve, while slightly deteriorating in the framework of the intermediate moderate scenario, and practically do not change in the framework of the evolutionary scenario. It appears that this development is related to the fact that the sales tax is distributed more evenly than taxes on small businesses and the income tax. However, in the case a part of the income tax is apportioned according to the size of the population, the equalizing effect is even more significant. The indicator of overall deficit (need for financial aid) demonstrates the inverse relationship: the inclusion of the sales tax positively affects it in the framework of the evolutionary and intermediate moderate scenarios and negatively – in the framework of the radical scenarios. 

On the whole, the comparison of different variants of assignment of revenues to local budgets has confirmed that the concrete set of revenue sources assigned in the framework of general approaches formulated in Chapter 5 do not affect the results of calculations so significantly as the scope of powers vested with municipal entities. 

Table 8.2

Comparison of variants of assignment of revenue sources envisaging full or partial inclusion 
of the corporate asset  tax in the revenues of municipal entities 

	Compared variants
	Corporate asset tax is assigned in full 
(75 % of the present taxation)
	Corporate asset tax is assigned partially 
(40 % of the present taxation)

	
	difference between the min. and max. shares of expenditures covered by assigned revenues(%)
	overall deficit (%)
	coefficient of variation (%)
	difference between the min. and max. shares of expenditures covered by assigned revenues(%)
	overall deficit (%)
	coefficient of variation (%)

	
	on average across 12 regions
	number of regions with the best indicator
	on average across 12 regions
	number of regions with the best indicator
	on average across 12 regions
	number of regions with the best indicator
	on average across 12 regions
	number of regions with the best indicator
	on average across 12 regions
	number of regions with the best indicator
	on average across 12 regions
	number of regions with the best indicator

	1.1.-1.3.
	63,5
	5
	48,9
	10
	38,0
	9
	59,6
	6
	51,0
	1
	39,2
	3

	2.1.-2.2.
	62,4
	5
	67,9
	2
	66,3
	5
	62,8
	7
	63,4
	10
	58,7
	7

	3.2.-3.3.
	64,1
	6
	62,0
	0
	59,4
	2
	64,7
	6
	58,3
	12
	55,1
	10

	4.1.-4.2.
	67,7
	0
	51,6
	10
	46,4
	0
	57,0
	12
	53,1
	2
	39,4
	12

	
	Overall across 12 regions

	
	Number of municipalities with surplus (pcs.)
	Number of municipalities with surplus exceeding 10 % (pcs.)
	Share of local budgets where financial aid exceeds 50 % (%)
	Number of municipalities with surplus (pcs.)
	Number of municipalities with surplus exceeding 10 % (pcs.)
	Share of local budgets where financial aid exceeds 50 % (%)

	1.1.-1.3.
	10
	4
	59
	5
	2
	67

	2.1.-2.2.
	3
	2
	84
	5
	5
	81

	3.2.-3.3.
	2
	0
	84
	4
	1
	82

	4.1.-4.2.
	9
	4
	71
	3
	1
	59


Table 8.3

Comparison of variants of assignment of revenue sources envisaging inclusion of the sales tax in revenues of municipal entities or exclusion of the sales tax from revenues of municipal entities 

	Compared variants
	Sales tax is assigned in full
	Sales tax is not assigned

	
	difference between the min. and max. shares of expenditures covered by assigned revenues(%)
	overall deficit (%)
	coefficient of variation (%)
	difference between the min. and max. shares of expenditures covered by assigned revenues(%)
	overall deficit (%)
	coefficient of variation (%)

	
	on average across 10 regions
	number of regions with the best indicator
	on average across 10 regions
	number of regions with the best indicator
	on average across 10 regions
	number of regions with the best indicator
	on average across 10 regions
	number of regions with the best indicator
	on average across 10 regions
	number of regions with the best indicator
	on average across 10 regions
	number of regions with the best indicator

	1.4.-1.3.
	63,8
	0
	48,2
	10
	40,6
	4
	58,2
	10
	52,8
	0
	40,4
	6

	2.3.-2.2.
	58,6
	5
	65,7
	3
	56,9
	7
	64,7
	4
	63,2
	7
	60,3
	3

	3.4.-3.3.
	62,6
	7
	60,5
	2
	54,4
	6
	65,7
	3
	58,7
	8
	56,2
	4

	4.3.-4.2.
	62,9
	0
	51,5
	7
	44,7
	0
	55,9
	10
	54,3
	3
	40,5
	10


Other conclusions important for the reform of municipal finances 

The calculations allow drawing some additional conclusions concerning the issues directly related to the reform of municipal finances. One of such issues is equalizing at the expense of assignment to municipal entities of the guaranteed (i.e. determined as a share of the tax contingent) and equalizing (allocated to each municipal entity in proportion to the respective population size). This study focused on the analysis of the income tax. Basing on the analysis of the data for 2001, it was found out that in 11 out of 12 regions under study the transition from the assignment of the full amount of income tax in proportion to the contingent to its full assignment in proportion to the size of the population results in a significant decline in coefficient of variation, which decreases across regions 2 to 5 times. The only exception is the Leningrad oblast where, as in the sample of large cities, the most profound equalizing effect was produced by division of the income tax between the guaranteed and equalizing parts in proportion 50 / 50. 

Yet another consequence of redistribution of the income tax in proportion to the population size is enhanced capacity to defray expenditures of municipal entities at the expense of this source. This effect is detected in 10 out of 12 analyzed regions, at the same time, in 6 regions about 20 per cent of adapted expenditures may be additionally defrayed in the case the full amount of the income tax is assigned in proportion to the population size as compared with its full assignment in proportion to the contingent. 

This effect was used in the process of formation of the concept of assignment of revenue sources to local budgets. For instance, for the choice of a variant of defrayal of expenditures of local budgets in the framework of the evolutionary scenario there were reviewed two approaches to the assignment of the income tax: 50 per cent of the income tax in the case it is divided in the guaranteed and equalizing parts in proportion 25 / 25 and 75 per cent of the income tax in the case it is divided in the guaranteed and equalizing parts in proportion 25 / 50. The comparison was made on the condition that all property taxes and charges, 90 per cent of the tax on imputed income, 30 per cent of the tax levied in relation to the application of the simplified taxation system, and existing small local taxes are also assigned to local budgets. As a result of the assignment of additional 25 per cent of the income tax redistributed in proportion to the size of the population the defrayal of municipal expenditures increased from 43 per cent to 51 per cent on the average across 12 regions, at the same time, in certain regions the increase was even more significant (by 10 to 14 per cent). The share of municipal entities defraying less than 50 per cent of their expenditures at the expense of assigned revenue sources declined considerably (from 77 per cent to 59 per cent). 

In this case, there was registered no significant increase in surplus of most financially secure municipal entities. As concerns the sample of large cities where overall defrayal of expenditures increased rather significantly (from about 70 per cent to 80 per cent), the overall surplus remained below 1 per cent. On the whole, the number of municipalities with surplus increased from 4 to 10 across all 12 regions and made 2.5 per cent of the total sample of analyzed municipal entities. At the same time, all attempts to increase the share of income tax assigned in proportion to contingent, even on a smaller scale, resulted in considerable excessive security of the richest local budgets. 

Yet another important issue is the impact of the abolishment of the sales tax on local budgets. In different regions this source plays different roles. According to the data for 2001, if the full amount of this source is assigned to the local level, in 5 regions it will defray less than 5 per cent of adapted municipal expenditures, in 3 regions – from 5 to 10 per cent of adapted expenditures, and in 2 regions – over 10 per cent of adapted expenditures. According to our estimates, in 5 of the regions under analysis these losses may be compensated at the expense of the tax on personal property evaluated basing on its market value, in other 4 regions – in the case personal property is evaluated basing on its market value – these losses will be below 3 per cent of the adapted municipal expenditures. Only in one region out of 10 (the Chuvash Republic) the losses are rather significant making over 7 per cent of the adapted municipal expenditures.    

At last, it shall be noted that informational limitations did not allow analyzing the situation where local budgets are formed not at the level of districts, but a lower level of settlements. In this situation the problem of division of responsibilities, and, accordingly, the amount and structure of expenditures of different municipalities is even more acute, what, undoubtedly, complicates the problem of assignment of revenue sources to the local level. There may be recommended the following approaches to the resolution of this problem. 

First, taking into account the fact that not more than 70 to 80 per cent of municipal expenditures (in the majority of regions – considerably less) are funded at the expense of assigned revenue sources, in many cases this problem may be resolved at the expense of unconditional financial aid provided from regional budgets. There may be used a special mechanism of allocation of financial aid for the municipalities bearing expenditures relating to education and health care. Most probably, at the first stages of implementation of the reform of financial principles of local government this approach would predominate, in spite of its apparent limitations and flaws (for instance, it is feasible only in the regions where a considerable portion of expenditures is defrayed at the expense of financial aid; there arise problems concerning the formalization of the mechanism of allocation of financial aid in such a situation, etc.). 

Second, municipal entities at the level of settlements may form associations in the framework of which they may pool resources in order to finance education, health care, and other common functions. In contradistinction to a two-tier structure of municipal entities, such associations may be of different structures and membership depending on concrete functions. It appears that exactly this approach is most feasible in a medium term outlook. 

Third, in the way of experiment, in the regions interested to take this approach there may be created special okrugs in the sphere of education and, to a lesser extent, in health care, as special municipal entities disposing of own revenue sources. This practice is most frequent in the USA and Canada, however, its advantages and disadvantages and prospects of its introduction in Russia require further study. 

Fourth, it may be assumed that in the long-term perspective, on the condition of transition to the property tax as a local tax, the differentiation of expenditure powers will be to a great extent automatically compensated at the expense of changes in the amount of municipal revenues. Apparently, the value of real estate (not only residential, but also business property) will be also determined by, among other factors, social services provided in the framework of the local community.  Accordingly, other things being equal, municipal entities bearing larger social expenditures will receive larger revenues at the expense of taxation of real estate. 

Budget legislation: recommendations on assignment of revenue sources to local budgets 

The analysis allows formulating the following approaches to the assignment of revenue sources to local budgets. Since it is proposed to make no significant changes in the functions and powers of municipal entities, the assignment of revenue sources shall base on the evolutionary or intermediate moderate scenario. In essence, the key difference between these scenarios is that one takes into account the current state of the health care reform, while in the framework of the other revenue sources are assigned proceeding from the assumption that this reform will be completed in the nearest future. 

The second issue is the dilemma of property taxes. Its resolution will also principally affect the set of assigned revenue sources. In the case it is assumed that the problem of unevenness arising in the case of the full assignment of the corporate asset  tax to the municipal level is more important than creation of favorable prerequisites for the introduction in the perspective of the property tax, it is necessary to orient towards variants envisaging partial assignment of the corporate asset  tax to local budgets. If the formation of favorable conditions for the introduction of the property tax as a local tax (taking into account that in the framework of the evolutionary scenario there were detected no negative consequences of the full assignment of the corporate asset tax, while in the framework of the intermediate moderate scenario the unevenness increased, although not to prohibitive values) is the priority, there shall be selected the variants envisaging the assignment of the full amount of the corporate asset  tax to local budgets.  

Proceeding from the aforesaid considerations, there are proposed two approaches to the assignment of revenue sources to municipal entities. The first approach proceeds from the full assignment of the corporate asset tax to local budgets and is based on variants 1.1 – 4.1. The second approach envisages a partial assignment of the corporate asset tax to local budgets and is based on variants 1.3 – 4.2. 

In the framework of variants 1.1 – 4.1, it is proposed to assign to municipal entities the following base revenue sources: 

· income tax: the guaranteed share at 25 per cent, the equalizing share at 50 per cent or 25 per cent (depending on the choice between the evolutionary and intermediate moderate scenario as the base one); 

· corporate asset  tax at 100 per cent; 

· personal asset tax at 100 per cent; 

· land tax at 100 per cent; 

· single tax on imputed income at 90 per cent; single tax levied in relation to the application of the simplified taxation system at 30 per cent;

· advertising tax at 100 per cent; 

· inheritance and gift tax at 100 per cent; 

· local license fees at 100 per cent; 

· non-tax revenues in accordance with the legislation currently in force adding the full assignment of rental payments for land to the municipal level. 

In the framework of variants 1.3 – 4.2, it is proposed to assign to municipal entities the following base revenue sources: 

· income tax: 

· guaranteed part at 40 per cent and equalizing part at 40 per cent (the evolutionary scenario), 

· or;

· guaranteed part at 30 per cent and equalizing part at 20 per cent (the intermediate moderate scenario), 

· corporate asset  tax at 50 per cent;

· personal asset tax at 100 per cent;

· land tax at 100 per cent;

· single tax on imputed income at 90 per cent; single tax levied in relation to the application of the simplified taxation system at 30 per cent;

· advertising tax at 100 per cent;

· inheritance and gift tax at 100 per cent;

· local license fees at 100 per cent;

· non-tax revenues in accordance with the legislation currently in force adding the full assignment of rental payments for land to the municipal level.

The analysis made at the preceding stages of the study demonstrated how proposed variants of assignment of revenue sources defray expenditures estimated for respective expenditure scenarios. However, in the case it is planned to fix this structure of revenue sources at present, it is necessary to estimate the possible financial consequences, what requires to evaluate implementation of variants 1.1 and 4.1, and 1.3 and 4.2 in the framework of the present system of expenditures and presently available revenue sources (not taking into account the possibilities to reform them in the future). The respective calculations based on the data for 2001, at the same time, the major revenue sources as well as expenditures for remuneration of labor with accruals were reevaluated proceeding from the dynamics of these indicators observed in 10 months of 2002. The initial data were adjusted for conditions of 2002 in the same way as it was described in Chapter 6 as concerns major revenues and expenditures in the framework of the evolutionary scenario. The results relating to large cities are presented in Table 8.4, the data on 12 analyzed regions – in Table 8.5. 

Table 8.4

Consequences of different variants of assignment of revenue sources from the viewpoint of financing 
of municipal expenditures as concerns the sample of large cities (revenues and expenditures were 
estimated basing on the data for 10 months of 2002) 

	 
	100% of the corporate asset tax is assigned
	50% of the corporate asset tax is assigned

	
	1.1
	4.1
	1.3
	4.2

	Income tax
	25 % - guaranteed, 50 % - equalizing parts
	25 % - guaranteed, 25 % - equalizing parts
	40 % - guaranteed, 40 % - equalizing parts
	20% - guaranteed, 35% - equalizing parts

	Single tax on imputed income 
	90%
	90%
	90%
	90%

	Single tax levied in relation to the application of the simplified taxation system
	30%
	30%
	30%
	30%

	Personal asset tax
	100%
	100%
	100%
	100%

	Corporate asset tax
	100%
	100%
	50%
	50%

	Land tax and rental payments for land
	100%
	100%
	100%
	100%

	Local taxes and charges
	100%
	100%
	100%
	100%

	Sales tax 
	0%
	0%
	0%
	0%

	Results:

	min. share of expenditures covered by assigned revenue sources  (%)
	36,6
	34,2
	37,5
	31,2

	max. share of expenditures covered by assigned revenue sources  (%)
	104,2
	92,7
	92,5
	78,7

	difference between the min. and max. shares of expenditures covered by assigned revenue sources  (%)
	67,6
	58,5
	55,0
	47,5

	average share of expenditures covered by assigned revenue sources  (%)
	72,9
	62,9
	67,4
	55,3

	coefficient of variation (%)
	22,0
	22,6
	21,3
	21,9

	overall share of expenditures covered by assigned revenue sources  (%)
	72,6
	62,7
	66,9
	55,0

	overall surplus (%)
	0
	0
	0,0
	0,0

	overall deficit (%)
	27,5
	37,3
	33,1
	45,0

	number of cities with surplus
	3
	0
	0
	0

	number of cities with surplus exceeding 10 %
	0
	0
	0
	0

	number of cities where financial aid exceeds 50 % (pcs.)
	7
	12
	7
	28


Apparently, in the case of large cities variant 1.1 is most preferable, primarily because it ensures a higher rate of defrayal of municipal expenditures and the least need for financial aid. As concerns other parameters, all variants are overall similar in terms of results. As concerns municipalities in 12 analyzed regions, the improvement of their financial standing is achieved at the cost of an increase in unevenness of defrayal of expenditures in the case the corporate asset tax is assigned in full. It shall be noted that in the framework of assignment of revenues based on the intermediate moderate scenario (4.1 – 4.2) this unevenness is more pronounced than in the case revenues are assigned on the basis of the evolutionary scenario (1.1 – 1.3). As concerns the excess of revenues over expenditures resulting from the assignment of revenue sources, this problem is not acute in any variant under the analysis. This problem is of importance only if revenues are assigned in accordance with variant 1.1, however, in this case surplus occurs only in 5 regions and its maximal amount makes 1.4 per cent of the aggregate municipal expenditures. In the framework of this variant, the number of municipal entities with surplus (12) does not exceed 3 per cent of municipalities in the analyzed sample and only in three municipalities surplus exceeds 10 peer cent. Therefore, the assignment of revenues in accordance with any of the analyzed variants will not result in a necessity to considerably redistribute financial resources between the regional and municipal levels and will not set additional limitations on provision of financial aid from regional budgets. 

The comparison of the assignment of revenue sources on the basis of the evolutionary and intermediate moderate scenarios demonstrates that while variants of the evolutionary scenario (especially variant 1.1) are a significant step towards enhancement of financial independence of local authorities even in the present situation, the intermediate moderate scenario (especially variant 4.2) postpones the ensuring of independence of local budgets to distant future. Even in the case of the sample of large cities, this variant fails to create prerequisites for self-financing of any city, while more than 40 per cent of cities will be able to finance less than 50 per cent of their expenditures at the expense of assigned revenue sources. 

Therefore, it appears that from the standpoint of acceleration of the reform of financial principles of local government and taking into account the perspectives of the tax reform, it would be most feasible to assign revenue sources to municipal entities in accordance with variant 1.1. It implies that the following revenue sources will be assigned to local budgets: 

· income tax: the guaranteed share at 25 per cent, the equalizing share at 50 per cent;

· corporate asset tax at 100 per cent;

· personal asset tax at 100 per cent;

· land tax at 100 per cent; 

· single tax on imputed income at 90 per cent; single tax levied in relation to the application of the simplified taxation system at 30 per cent 
;

· advertising tax at 100 per cent; 

· inheritance and gift tax at 100 per cent; 

· local license fees at 100 per cent; 

· non-tax revenues in accordance with the legislation currently in force adding the full assignment of rental payments for land to the municipal level.

In addition to this list, there may be also assigned to the local level such revenue sources as the tax on common mineral resources, a portion of the transport tax and ecological payments. It is apparent that at present the amount of these revenue sources is insignificant, while ecological payments shall directly correspond to the amount of expenditures for environmental protection borne by concrete municipal entities. Therefore, the impact of these revenue sources may be ignored. 

Table 8.5

Consequences of different variants of assignment of revenue sources from the viewpoint of financing 
of actual municipal expenditures as concerns 12 RF subjects (estimated for 10 months of 2002) 

	
	100% of the corporate asset  tax is assigned
	50% of the corporate asset  tax is assigned

	
	1.1
	4.1
	1.3
	4.2

	
	on average across 12 regions
	number of regions with the best indicator
	on average across 12 regions
	number of regions with the best indicator
	on average across 12 regions
	number of regions with the best indicator
	on average across 12 regions
	number of regions with the best indicator

	Difference between the min. and max. shares of expenditures covered by assigned revenue sources (%) 
	62,0
	0
	58,7
	0
	53,9
	0
	43,7
	12

	Overall deficit (%)
	52,2
	12
	60,0
	0
	55,6
	0
	63,0
	0

	Coefficient of variation (%)
	40,5
	3
	47,4
	0
	37,0
	1
	31,3
	8

	Total across 12 regions

	Number of ME with surplus
	12
	3
	1
	0

	Number of ME with surplus exceeding 10 %
	3
	1
	0
	0

	Share of local budgets with financial aid exceeding 50 % 
	63
	76
	70
	79


Characteristic of municipal entities with surplus 

In spite of the fact that according to the results of the calculations the share of municipal entities where revenues exceed expenditures is not very large, it would be of interest to characterize such municipalities and find out the sources of surplus. At present, there exist two stable assumptions about the nature of municipal entities where revenues exceed expenditures with high probability. First, often promoted by officials of regional administrations, is that large municipal entities where larger tax bases are balanced against broader ranges of functions do not often encounter the problem of surplus, while it is characteristic of small municipalities having small numbers of residents and considerable economic bases. According to the second assumption, the corporate asset tax is primarily “responsible” for excessive revenues of municipal entities. Both these assumptions need to be tested.  

The list of municipal entities with surplus resulting from the above variant of assignment of revenue sources based on the data for 10 months of 2002 includes 12 municipalities from 5 regions: 4 municipalities from the Sverdlovsk oblast, 3 from the Rostov and Leningrad oblasts each, 1 from the Tver and Novosibirsk oblasts each. In 8 out of 12 municipalities populations are below 100 thousand persons. All municipal entities with surpluses exceeding 10 per cent belong to this category, it shall be noted that in two of them populations are minimal (about 17 thousand persons) and only in one municipality the number of residents exceeds 50 thousand. Therefore, the assumption that the problem of surplus is more characteristic of small municipal entities proves on the whole true, although in the framework of a small sample.   

The problem of sources of surplus is more complicated. First of all, it is necessary to choose the method of analysis. It appears feasible to carry out this evaluation by comparing the structure of tax revenues
 (on condition that the sum of these revenues is taken as 100 per cent) in 12 analyzed municipalities with the similar average structure of the sample of large cities. Although this reference is not ideal, it may be better substantiated than, for instance, comparison with the average structure of revenues of each region. At the same time, it is apparent that insignificant deviations across large cities are natural and cannot be reviewed as anomalies. Therefore, the difference was considered significant if the share of given revenue source in the structure of taxes differed from the respective share characteristic of large cities by not less than 5 per cent. 

It was found out that sources of surplus are rather varied. Indeed, the share of the corporate asset tax was above the respective share characteristic of large cities in 8 out of 12 municipalities, however, this excess was significant only in 4 cases. As concerns the income tax, in the majority of municipalities the share of this source in the structure of tax revenues was significantly below than in the sample of large cities, although in two cases it clearly was the source of surplus. The share of taxes on small businesses was somewhat above the respective indicator of large cities in three municipal entities, the share of land taxes and payments – in five municipalities, while it should be noted that in two cases this excess was significant. At last, in two cases local taxes clearly were sources of surplus (in one case it exceeded 10 per cent). Therefore, taking into account the conditional nature of such evaluations, there may be singled out the following sources of surplus as broken down by individual municipal entities: 

· in 4 – corporate asset  tax; 

· in 3 – tax on imputed income and land taxes and payments; 

· in 2 – local taxes 

· in 2 – income tax; 

· in 1 – corporate asset  tax and land taxes and payments. 

Regional differences in sources of surplus are rather apparent. For instance, in Rostov oblast the tax on imputed income and land taxes and payments play decisive role, while the corporate asset tax is less significant. As concerns Leningrad oblast, there the role of local taxes is exceptional – in two cases more than 28 per cent of municipal expenditures were defrayed at their expense, and only in one case the corporate asset tax was a source of surplus. In Sverdlovsk oblast sources of surplus are rather varied and include income tax, corporate asset tax, as well as land taxes and payments.   

Therefore, it is apparent that although the corporate asset tax is a significant source of surplus in municipal entities and its assignment as a revenue source must be closely observed, the problem is not reduced to this tax. Sources of surplus are rather varied and it appears that in the framework of the policy “one tax – one budget” surplus will be inevitably generated whatever the combination of assigned revenue sources.  

Annex 8.1

Variants of assignment of revenue sources to local budgets in the framework 
of different expenditure scenarios 

	 
	Evolutionary scenario
	Radical scenario
	Intermediate radical scenario
	Intermediate moderate scenario

	
	1.1
	1.2
	1.3
	1.4
	2.1
	2.2
	2.3
	3.1
	3.2
	3.3
	3.4
	4.1
	4.2
	4.3

	Income tax
	25% - guaranteed, 50% - equalizing parts
	25% - guaranteed, 40% - equalizing parts
	40% - guaranteed, 40% - equalizing parts
	40% - guaranteed, 40% - equalizing parts
	0%
	0%
	0%
	10%
	0%
	20%
	0%
	25% - guaranteed, 25% - equalizing parts
	20% - guaranteed, 35% - equalizing parts
	25% - guaranteed, 25% - equalizing parts

	Single tax on imputed income
	90%
	90%
	90%
	90%
	0%
	90%
	0%
	90%
	90%
	90%
	90%
	90%
	90%
	90%

	Single tax levied in relation to the application of the simplified taxation system
	30%
	30%
	30%
	30%
	0%
	30%
	0%
	30%
	30%
	30%
	30%
	30%
	30%
	30%

	Personal asset tax
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%

	Corporate asset tax
	100%
	100%
	50%
	50%
	100%
	50%
	50%
	100%
	100%
	50%
	50%
	100%
	50%
	50%

	Land tax and rental payments for land
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%

	Local taxes and charges
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%
	100%

	Sales tax 
	0%
	100%
	0%
	100%
	0%
	0%
	100%
	0%
	0%
	0%
	100%
	0%
	0%
	100%





� In this case it is referred to own powers of municipal entities financed at the expense of own revenues of local budgets and unconditional financial aid. The problem of delegation of state powers and financing of such powers at the expense of subventions is not discussed, since it does not relate to the subject matter of this chapter. 


� Calculations were done basing on the sample of large cities, there were compared variants 1.1 (the evolutionary scenario, the total amount of the corporate asset  tax was assigned) and 2.2 (the radical scenario, a portion of the corporate asset  tax was assigned).   


� There may be assigned 45 per cent as it is stipulated by the legislation currently in force.


� The land tax was analyzed in complex with rental payments for land, since it is apparent that these two revenue sources can not be analyzed separately. 
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