


 Decentralization, shift of power and 
accountability - How accountability can be 
ensured through economic measures?

 Introduction of the Hungarian municipal
system





Public 
administration

Changing
tasks

Hard budget
contsraints

New services
are needed

Political pressure 

Changing
technology

Changing expectations
from employees

...



West OECD countries
1. Contracting out, rethinking state

tasks, liberalisation, informatics,
performance measurment)

2. Business methods, market
oriented

3. NPM as a framework

4. Minimum level of services

Hungary

-same as the western 
countries

1. New laws

2. Government decrees

3. Two and five year programs

4. Decentralization



 Vertical (how many tiers in the government)

 Decision-making (who decides?)

◦ SUBSIDIARITY PRINCIPLE

 Fiscal decentralization

◦ Indepedent decisions on revenues and expenditures

 Revenues: what taxes and fees the municipality wants to 
collect

 Expenditures: What it wants to spend that revenue on

 Shifting borrowing power



 Own-source revenues

◦ Fees and taxes

 Two reasons for increasing own revenues

 “Fiscal” argument (see Hungarian PIT example)

 “Accountability” argument. (Bahl, [2000])

 Central subsidies

 Borrowing
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 The parameters for evaluating the local tax system

◦ Efficiency
◦ Fairness
◦ The cost of tax administration - audits, accounting, 

record-keeping, billing, collection, enforcement, etc.
◦ The possibility of tax competition - “catch 22” 
◦ The possibility of exporting the tax



 Taxes 
◦ mandatory levies

◦ are not directly linked to specific services

◦ serve redistributive purposes

 User fees
◦ are linked to specific services

◦ they are charges levied on consumers of goods and services

◦ their use has some practical constraints



 Their purpose is to create a balance between the different 
regions, settlements.

 Main forms

◦ unconditional (general) grants (autonomy, European Charter 
of Local Self-Govts), 

◦ conditional non-matching grants - earmarked grant, not 
efficient

◦ matching grants – +„own part”



Grant Objective Grant Design Better Practices Practices to avoid

Bridge fiscal gap Reassign responsibilities

Tax abatement

Tax base sharing

Tax abatement in Canada and tax 

base sharing in Canada, Brazil and 

Pakistan

Deficit grants, Tax by tax sharing as 

In India

Reduce regional fiscal disparities General Non-matching Fiscal 

capacity equalisation transfers

Fiscal equalisation programs of 

Australia, Canada and Germany

General revenue sharing with 

multiple factors

Compensate for benefit spillovers Open-ended matching transfers with 

matching rate consistent with 

spillout of benefits

RSA grant for teaching hospitals

Setting national minimum standards Conditional non-matching block 

transfers with conditions on 

standards of service and access

Indonesia roads and primary 

education grants,

Colombia and Chile education 

transfers

Conditional transfers with conditions 

on spending alone 

Ad hoc grants

Influencing local priorities in areas 

of high national but low local 

priority

Open-ended matching transfers 

(with preferably matching rate to 

vary inversely with fiscal capacity)

Matching transfers for social 

assistance as in Canada

Ad hoc grants

Stabilisation capital grants provided maintenance 

possible

Limit use of capital grants and 

encourage private sector 

participation by providing political 

and policy risk guarantee

Stabilisation grants with no future 

upkeep requirements

Source: Shah [1994], Shah [1998], Boadway, Roberts and Shah [1994 pp. 11-24.]



 Soften the budget constraint (undermine fiscal discipline)

 Discourage municipalities from “getting the prices right”

 Distort local decisions

 Reduce accountability

 Not stable and predictable



◦ Most states support local borrowing

 Accountability

 Less stress on central budget

 Good investment possibility for local funds

◦ Requires

 Good working credit market

 State rules on borrowing (avoiding moral hazard)

 Creditworthy municipalities
◦





 In certain states there is no special limitation on sub-national 
borrowing - fiscal conservatism.

 Ter-Minassian (1996) 
◦ The markets should be free and open and the intermediaries should not place 

local governments in a privileged position in the market.
◦ Information about the borrower’s debt and repayment capacity should be 

accessible.
◦ The borrower should be forced to act responsibly in the marketplace.
◦ The central government should not guarantee sub-national borrowings.

 Bird and Tassonyi (2001)
◦ freedom of information 
◦ the responsible behaviour of borrowers on the market



 Stable revenue (own-source revenues)

 Good management skills and an efficient decision making 
system

 Local politicians who are able to make decisions

 Local citizens who are creditworthy as well, and are 
supporting their politicians

 Good cash-management, an efficient tax-collection system, 
and effective actions against non-payers

 Trust of the lenders (public opinion) in the specific 
municipality.



 Political stability

 Legal stability, property rights

 Accounting and audit 

 Low inflation rate

 The state itself is creditworthy



 The market often assumes the existence of 
central guarantees of local debt even where 
not explicit, which might seriously undermine 
the creditworthiness of the state

 Regulation



 Passive tools (when the limits laid down in different 
laws prohibit over-spending)

 Active tools (when the higher levels of government 
prescribe an approval process before borrowing).

 (Like in Chile)











Size Tasks Financial 
capacity

North Large Large Large

South Small Small Small

Hungarian Small Large ??



 Two-tier system

◦ Local / Municipal level (3154) - Small municipalities

◦ Regional / County – Territorial level (19+1)
◦ Lack of middle level
◦ Municipal associations - financial incentives

 Tasks
◦ Too many obligatory tasks
◦ No difference between small and big municipalities (two

exceptions: Budapest, cities with county rights, over 50000 
population)

 Financial background for operating the system
◦ Not symmetrical (local taxes, municipal assets, equalization

mechanisms) 

 Quality of services



29

 Municipal spending 13% of GDP in 2004

 In 1990, more than two thirds of a local government’s 
revenues came directly from the central budget and other 
central funds like the social security fund. 

 By 2004, this share of direct central participation in local 

finance decreased to about 50 per cent. 
 (Karoly Jokay)



 Local taxes account for 14% of municipal revenues (with the 
business turnover accounting for 90% of that, or 12% of 
municipal revenues).  

 All other local taxes make up only 2% of local revenues on a 
national average.  

 In Budapest, local taxes take over a 30% share, while in most 
villages, this number is below 5%.  

 On average, PIT is only 17% of municipal revenue 

(Karoly Jokay)



 There are numerous local taxes 
◦ Communal tax
◦ Business turnover tax
◦ Tax on tourism
◦ Property tax

 These are genuine local taxes.
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Total Number of Municipalities Imposing Local Tax, 1991-2006
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 Central control over borrowing

 Short term borrowing is possible

 Bank loans fall under the law, bonds do not

 Moral hazard

 Studies about guarantee system



Total risks of loan 

100%

Risk of the Bank, 

20%

Risk taken by Guarantee 

Institution + Fund, 80% 

Guarantee 

Institution 

24%

Guarantee Fund

56%

Risk sharing in the guarantee system

Source: Apatini – Barati – Koncz. [2001]. The Municipal Guarantee Program. In: Barati. pp. 121.



Municipalities
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1. loan



 Guarantee institutions
◦ Guarantees
◦ Consulting
◦ Credit rating
◦ International loans
◦ Offering loans and issuing bonds
◦ Fees for services

 State guarantee fund
◦ Only services



 Municipal responsabilities should meet 
financial capacities

 Controlled local borrowing, avoid moral 
hazard

 Local tax mix, independent income sources

 Murphy’s law: If anything can go wrong, it will!
◦ If the state has the chance to interfere with local income, 

it will!

 Municipal service provision is not equal to 
producing a service (involvement of the 
private sector)




