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Financial relationship between the central government and local authorities in the Netherlands
1. Introduction
The division of tasks between the State and the municipalities and provinces influences the mutual financial ratios. In the broadest terms, the State is responsible for the definition of frameworks within which the other authorities are to perform their tasks. The task of the provinces is mainly supervisory and co-ordinating in nature. The municipalities are charged with the execution of tasks that are closer to the citizens. Traditionally, there have been two forms in which municipalities and provinces execute their tasks. Tasks that are executed by the local authorities on their own initiative and autonomous tasks. The municipality or province itself then determines which tasks, and how, it wants to perform. Joint administrative tasks are imposed by the State. Autonomous tasks are preferably financed from general funds (independent income, and the general grants from the Municipal Fund or Provincial Fund).

Joint administrative tasks are in practice often financed through specific grants. The fact is that the State usually makes funds available at the moment that the tasks are imposed on the municipality. 

However, this distinction between autonomy and joint administration is diminishing. Social problems are becoming more complex and can often not be dealt with by one single authority. More often it is a question of mutual dependency when dealing with problems. Because of this the demarcations between the execution of tasks of the various levels of authority are becoming less pronounced. Good examples of a mutual approach of problems are the social redevelopment policy (aimed at combating social disadvantages) and the large cities policy (aimed at the improvement of the large cities). 

The next table shows the size and the development of the income sources of the municipalities and the provinces since 1990. 


Table I

Income resources of the municipalities and the provinces 

(in millions of guilders and in percentages)
	
	1990
	%
	1993
	%
	1996
	%
	1998
	
	
	%

	
	municipalities
	provinces
	total
	

	1. - Charges and fees
	2184
	3.9
	3651
	5.6
	5066
	7.8
	5155
	219
	5374
	8.1

	- taxes (1)
	3347
	6.0
	4065
	6.5
	5889
	9.1
	5027
	1273
	6300
	9.6

	2. general grants
	14962
	27.0
	17939
	28.5
	20413
	31.5
	22126
	1673
	23799
	35.9

	Specific grants
	35016
	63.1
	37331
	59.3
	33466
	61.6
	28807
	1940
	30747
	46.4

	

	Total
	55619
	100.0
	62986
	100.0
	64834
	100.0
	61115
	5105
	66220
	100.0


Source: 1991 and 1997 Budget Memorandum, CBS.

(1) Since 1 April 1996 the provincial taxes have been increased by 750 million yearly. In 1996 this increase was 562.5 million (9/12 of 750 million). At the same time the general grant of the Provincial Fund has decreased by the same amount.

2. The independent income of municipalities and provinces 

Municipalities and provinces have their independent income from user contributions (charges and fees) and taxes. The local authorities are allowed to determine, within the boundaries established by legislature, the volume of their independent income and spend it at their discretion. It is because of this that on a local and regional level, a well-considered balancing can take place of the benefit of the various services on the one hand and the sacrifices to be made for them on the other.

Sometimes the individual user will have to pay for the costs that are connected with a municipal service, for example for the purchase of a new passport. The province or the municipality can also choose to have the service financed from tax income, for example, from real estate taxes. The local authorities’ own tax domain also serves as a so-called buffer to set off financial setbacks in the municipal or provincial policy. For this reason, a minimum volume of tax-bearing capacity is required.

For the independent income of the local authorities a distinction is made between taxes and charges and levies. Taxes are general cover funds. This means that the income from taxes does not need to be related to specific costs. This is different for charges and levies. The fact is that the income from charges and levies has to be used to cover the costs of the services for which they are levied. 

The Municipal Law indicates which taxes the municipalities are allowed to levy. The real-estate taxes (taxes on the use and possession of real-estate) are by far the most important municipal taxes. They bring in most of the funds. Other taxes are, for example: the parking tax, the dog license tax and the tourist tax. The most important municipal levies are the anti-pollution levies, sewerage charges and refuse collection charges and the levies on waste products. The income from these charges and levies has increased significantly over the years. The rapid increase of the anti-pollution levies is mainly attributable to more stringent environmental requirements. For it is because of this that the municipal costs cover for sewerage and waste disposal have greatly increased. Other municipal charges and levies are, for example: funeral charges and market tolls.

Table 2

Municipalities revenues from taxes and charges 

(in millions of guilders)
	
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998

	
	
	
	
	
	
	
	
	

	Real-estate taxes
	3155
	3350
	3567
	3782
	3959
	4198
	4459
	4762

	Other taxes
	161
	174
	195
	214
	222
	232
	241
	265

	Sewerage charges
	584
	691
	777
	866
	976
	1078
	1156
	1239

	Refuse collection rates
	980
	1295
	1618
	1948
	2199
	2357
	2423
	2444

	Other charges and fees
	811
	895
	999
	1122
	1193
	1316
	1324
	1472

	
	
	
	
	
	
	
	
	

	Total
	5581
	6406
	7156
	7933
	8549
	9184
	9603
	10182


Source: CBS.
Tax domain
The tax domain of the provinces consists of an increment in terms of percentage (surcharge) that is levied on the principal amount of the national motor vehicle tax. The provinces are free to determine the surcharge on the motor vehicle tax. The must, however, remain below the maximum that is annually determined by the State Secretary of Finance.
In 1996, the provincial tax domain was substantially expanded by increasing the maximum surcharge to be levied. The Provincial Fund as been reduced by the same amount. As a result of this, the income from the provincial surcharges take up an important place in the total provincial income. Simultaneously, the principal amount of the motor vehicle tax was reduced by the same amount. So for the motorist, the burden of regular expenses does not increase as a result of these measures. Because of a more generous independent income the provinces are able to make a better balance between the costs and benefits of the purpose for which the costs have been made. Moreover, the provinces levy surcharges on the radio and TV license fee. Some provinces that are in charge of Water Control Corporation tasks levy water pollution levies.

Table 3

Provinces’ revenues from taxes and charges



(in millions of guilders)
	
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998

	Surcharges on the national motor vehicle tax (1)
	260
	281
	288
	315
	323
	895
	1130
	1273

	Surface water pollution levies
	194
	215
	169
	183
	189
	195
	67
	68

	Charges and fees
	25
	32
	36
	39
	40
	46
	45
	47

	Surcharges in the radio and TV license fees
	43
	57
	34
	45
	56
	58
	59
	83

	Levy on the use of ground water
	7
	12
	8
	7
	13
	14
	15
	21

	
	
	
	
	
	
	
	
	

	Total
	529
	597
	535
	589
	621
	1208
	1316
	1492


Source: CBS.

(1) Since 1 April 1996 the provincial taxes have been increased by 750 million yearly. In 1996 this increase was 562.5 million (9/12 of 750 million). At the same time the general grant of the Provincial  Fund has decreased by the same amount.
Other independent income

Apart from taxes, charges and levies, the local authorities obtain income by asking money for the use of all types of facilities. For example for municipal facilities such as museums, sports accommodation centers, camping sites and social services, such as day care centers. For the issue of passports, drivers’ licenses and other types of licenses, administrative fees are charged. The local authorities also own companies that provide products and services for which citizens and organisations have to pay, for example, municipal utilities and provincial electricity companies. All these companies seek to maintain continuity, just like private enterprises. They try to continue their existence by operating in a cost-effective way. The public utilities usually succeed in this. This way there is a source of income for the local authorities. The exploitation of other companies is often less profitable. Think of the municipal hospitals and public transport. The local authorities have some other sources of independent income. The most important ones are real estate. There are various ways in which local authorities have come into the possession of farmland, securities and other capital.

3. General grants from the State to municipalities and provinces

General grant from the Municipal Fund
Every year the municipalities receive a grant from the Municipal Fund according to a certain allocation system. The allocation system is included in the Allocation of Finances Act and is based on two principles. It has to take into account the differences in costs that the municipalities are faced with themselves and with the financial capacity of the municipalities (the tax-bearing capacity). For the allocation of the total general grant to the separate municipalities, the State issues a number of objective allocation criteria.

The allocation criteria are a reflection of the costs that are connected with the structural characteristics of the municipalities, such as the number of inhabitants, the social structure and whether or not they have a regional function. 

What is typical of the general grant is that every municipality is in principle free to spend its share of this grant. For the municipalities, the volume of the general grant is a given fact, however, the municipality can decide for itself on which services it prefers to spend its money (independent setting of priorities). 

The growth of the Municipal Fund is linked to the development of central government expenditure (the net corrected central government expenditure). To put it simply: if the State spends more, the Municipal Fund profits from it and vice versa.

Cost-orientedness

In 1997, anew allocation system was included in the Allocation of Finances Act. This new allocation system is must more cost-oriented than the previous one of 1984. In addition to size characteristics, the social structure and regional function of a municipality in particular were taken into account. Apart from that, the municipality’s own capacity is taken into consideration. Because less value is placed on the size characteristics of municipalities, the new system is much less sensitive to administrative reorganisations, such as the merging of municipalities and border changes. The fact is that these developments need not change the cost levels of municipalities. 

With the new allocation system, a more equitable allocation has been created. Municipalities can raise their services to an equal level at a more or less tariff for the real estate taxes. The contrast between the relatively poor regional towns – with expensive facilities, high costs for social security expenditure and high tax rates, and wealthy suburbs – with low tax rates, where citizens profit from the facilities in the regional town – could decrease as a result of this. 

Supplementary grants
When a municipality is structurally incapable of financing its vital expenses (and therefore cannot draw up a balanced budget), it may request a supplementary grant. In this case, the independent income, such as real-estate taxes, sewerage charges and refuse collection charges, must have been raised to a reasonable level. Furthermore, it is stipulated that the shortages have been caused by factors on which the municipality has no, or hardly any influence. One such factor is that municipalities with few inhabitants have to maintain an extensive road system. The supplementary grant may be granted for one or more years.

General grant from the Provincial Fund
The Provincial Fund has five allocation criteria: a fixed part, the number of inhabitants, the surface area of the land and inland waterways, the surface area of outlying waterways and the surface are of the channels (very precise, with an evaluation of the capacity of the subsoil). The allocation system has a relatively high fixed amount per province, as a result of which it is only possible to incorporate scale changes of provinces in the Provincial Fund by using cunning manoeuvres.

A more flexible allocation system
In 1998, the allocation system of the Provincial Funds was changed. The new allocation system is more flexible than the previous one and fits in better with the differences in cost structures and in capacity between the provinces. The new allocation system is also better equipped to follow developments in the administrative organisation. The growth of the Provincial Fund is linked to the development of central governance expenditure (the net corrected central government expenditure). 

The organisation of the new Provincial Fund
The new allocation system to a large extent takes into account cost-causing factors and the possibility for provinces to obtain income from taxes. To realise the basic assumption of cost-orientation, a package deal was composed with similar, commonly recurring provincial tasks. All provinces have to deal with these tasks to a greater or lesser extent. The tasks have been divided into five clusters. These are road and water, nature conservation, the environment and rural planning, economics and tourism, art and welfare, general administration and public order and safety. The differences in costs and tasks between provinces are caused by the size of the population, the activity and the physical circumstances. The general grant from the Provincial Fund is determined per province on the basis of the added costs that are made by all provinces in the field of the five clusters mentioned. With that, the tax-bearing capacity of a province is taken into account. 

4. Specific grants from the State to municipalities and provinces

It is characteristic of specific grants that the State informs a municipality or province beforehand about the volume of the grant and what it should be spent on. Thus, municipalities and provinces have no or limited freedom with regard to the expenditure of the specific grants. Financing of certain tasks or activities through specific grants is inevitable in a number of cases, and sometimes even desirable. This can be necessary if the costs are unevenly distributed among municipalities of provinces and financing through the general grant is impossible. The same applies for an uneven spread of costs over time.

Moreover, specific grants can furthermore be necessary if the affected costs are non-recurrent or of a temporary nature. A specific grant can also be opted for if there is (still) insufficient understanding of the volume of the costs.

The drawbacks of specific grants
There are a number of drawbacks attached to specific grants. Sometimes they go together with very detailed instructions from the central government. It is not unthinkable that a service is created which the municipalities or provinces themselves would not have given a local priority if they had had any freedom in the spending of the funds. The discretionary power of the local authorities is restricted in this way. Because of that, public funds may be spent inefficiently.

In addition, specific grants may hamper a flexible and coherent financial policy of the municipalities and the provinces. The indirect costs for specific grants happen to be higher than those of the general grants from the Municipal or Provincial Fund. Both the recipient authorities (the local authorities), as well as the authorities making the payment (the central government or in some cases the province) make costs for the raising and issuing of these funds. When thinking of these indirect costs, think of the drafting of a policy plan and the filing of expensive claims by the recipient authority or of the verification of budgets, invoices and plans by the authority making the grant. 

Because of these drawbacks and for the sake of efficiency, many specific grants have been reorganised since the beginning of the eighties. In addition to this, the decentralisation policy of the central authorities brought the administration closer to the citizens. Even today, specific grants are due to be abolished, combined or transferred to the general grants of the Municipal and Provincial Funds. 


Table 4

Specific grants: numbers and amounts (in billions of guilders)
	
	1983
	1986
	1989
	1992
	1995
	1997
	1998

	Number of specific grants
	514
	406
	243
	208
	143
	125
	114

	Total amount
	41.5
	40.6
	33.9
	37.8
	32.3
	28.4
	30.7


Source: Overview specific grants
Preference

Over the years, the specific grants have been known as a form of financing that could only be opted for when other forms of financing (independent income or general grants) were not possible. Therefore the following order of preference was in force for the method of financing:

1. independent income (with, where possible, a preference for financing through user contributions); the costs and benefits can be balanced against each other;

2. general grants; the income has been given, but there may be a weighing with respect to the spending;

3. specific grants; income and expenditure have been determined.

A number of developments has led to this order of preference taking on a rather different aspect. The traditional specific grants, with detailed regulations, have in many cases made way for a different type of specific grant. With the latter, the so-called multi-purpose grants draw most attention. These are specific grants for which there is only a rough indication what the money should be spent on. Within reasonable limits, municipalities and provinces can give an interpretation of their policy. During the past years, various specific grants have been combined into ‘versatile’ specific grants. This way, the available financial funds can be employed on a wider scale this way and municipalities are better able to bring their policy into line with the local requirements. It is expected that the number of specific grants will decrease even more during the coming years. The substantial reorganisation of the past years has led to the attention currently being focused on the question of how specific grants can be organised more efficiently. How can the costs involved in the issuing be reduced (for example through a simplification of the verification and accountability duties)?

Another development is the increasing use of co-financing. This means that the State makes funds available for projects on the condition that the local authorities themselves also make a contribution. Think of various employment and investment incentives.

The difference is less clear
Because of these developments, the long-established characteristic difference between the general and the specific grants has become less clear. And this should modify the traditional order of preference of financing methods (first taxes and charges, then general grants and finally, specific grants).

The developments are the result of the necessity for a joint approach of social problems. The various authorities are often dependent on each other for the realisation of policy goals. This is expressed in the financial relationship between the various levels of government.

In practice, these developments mean that for specific policy proposals one should first look at which goal is pursued and in which way this can be best achieved. Then the question of how it can best be financed comes up. It still holds true that the most efficient method of financing is preferable to other, different methods of financing. The modification of the order of preference can also be found in the new Allocation of Finances Act.  The precise statutory conditions under which a specific grant can be effected have disappeared from the wording of the Act.

Taken from Financial relationship central government – local authorities, Dutch Ministry of Finance, The Hague 1998.
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