Fiscal Decentralization in the Czech Republic

(prepared for the Urban Institute)

Vera Kameníková

Ministry for Local Development

May 1999

1.
Introduction
The history of local governments in the Czech Republic is still very recent.  The bodies were re-established in 1990, after a gap of fifty years.  However, as in other countries where self-governing municipalities have a long-running tradition, issues concerning the distribution of powers between the central government and municipalities or regions, as well as the issue of providing sufficient revenues for the separate government levels, have been a matter of extensive and never-ending debate.  Debate over the revenue side of local budgets has been intensified by expenditure decentralization or the shift of functions from the central government to local governments.

Discussion about the extent of autonomy that should be granted to municipalities in the Czech Republic was opened only after the core economic and political reforms had taken place.  Until 1990, Czech municipalities had a very different position from that enjoyed by municipalities in free market countries.  They were extremely limited in their possibilities of revenue generation and in decision-making about spending priorities, not to mention their electoral system.  Representatives of municipalities were but servants of the central government fulfilling more or less all its wishes and plans.

The change in municipalities role called for major modifications of the legal framework. The new Municipality Act specified local governments powers and the rules of their financing.  It was soon followed by further legal regulations.  An obstacle of a kind to decentralization lay in the insufficient experience with self-government and uncertainty over the manner in which municipalities should exercise their independent role  in relation to the central government.  The uncertainty was compounded by a massive replacement of local leadership and inadequate representation of the municipal sector as a whole, i.e. by the association of municipalities [Union of Towns and Communities.]

Elected local governments currently exist only at the municipality level. Although provisions for regional-level government were incorporated in the Czech Constitution as early as 1993, discussions on what it should look like have been going on for an even longer time. A draft plan for the establishment of regions has taken fairly definite shape, but the final design, due to unsettled opposing views, still is far from clear.

Municipal finance reform.  Municipal finance reform drew on the general tax reform introduced in 1993.  Together with the Municipal Act, it laid the foundations for development of the self-governing principle in the Czech Republic. Despite several changes made to the Municipal Act over time, the original wording continues to be in force.  The key tasks performed by municipalities are similar to those assigned to them in other countries, but quite inclusive.  The tasks include education (pre-primary facilities and basic 9-year schools, while teachers salaries are paid by the national budget), personal social services (pensioner residential homes, residential and nursing homes for the elderly and for physically and mentally handicapped children and adults, infants homes and childrens homes), housing (practically all state-owned flats have been assigned to municipalities), water supply and treatment, collection and treatment of household waste, public parks and open space, local transport, natural gas and power supply, local roads maintenance, recreational activities and sports etc.

The goal of local budgets reform was to create space for self-reliant decision-making by the municipalities’ representatives, so that municipalities would be to a degree independent of the central government.  The proportion of state subsidies in local budgets was significantly reduced and their weight replaced by sharing in central government taxes.  As a result of this change, representatives of municipalities have gained considerable freedom on the spending side, while their influence on revenues levels has remained limited.

The structure of municipalities in terms of their size has presented another practical obstacle to decentralization.  The current number of municipalities exceeds 6,000.  Over the period from 1990 to 1992, the number of municipalities grew by 50 percent.  This expansion was made possible by a broad liberalization granted by the state, providing a right to municipalities to proclaim themselves independent.  As a result, the Czech Republic has rather diverged from the trend of advanced countries where the decentralization process has been accompanied by a tendency towards an increasing average size of municipalities.

After 1992, the growth of the number of municipalities slowed down considerably but, relative to the total population of the Czech Republic (about 10 million), small and very small municipalities prevail absolutely. Of the total number, almost 80 percent of municipalities fall in the category of less than 1,000 inhabitants and about 90 percent are in the category of less than 2,000 inhabitants.  The disadvantages of small municipalities are quite obvious.  They have small and unstable budgets and they lack sufficient number of professionals to operate some of the functions of municipalities, which results in an inability to undertake further decentralization of government functions.  All attempts for municipal mergers have been so far unsuccessful.  It should be noted, however, that none of these attempts has been very aggressive.  Political will has been lacking and there have been unfavorable memories of the enforced amalgamation of municipalities in the 1970s.

The most frequently debated decentralization issues in the Czech Republic include the system of shared taxes, the role of local own-source taxes, changes in the property tax, regulation of municipal debt, national controls of municipal financial performance, and the responsibilities and financing of regions.  These issues are addressed in turn in the rest of the paper.

2.  Shared Taxes System
One of the key goals of local budgets reform was to replace the high proportion of national subsidies in municipal budgets by other revenue sources.  Instead of introducing local taxes as a substantial part of municipal revenues, a shared tax system was chosen. The proportion of total taxes in gross domestic product in the Czech Republic has been dropping steadily since 1992.  The trend has been so far supported by all Czech governments.  It may be also a reason for limiting local representatives discretion over municipal revenues.  Central government may fear that representatives of municipalities, guided by their efforts to gain additional sources of revenue for local budgets, could hinder the continued decline of aggregate taxation as a percentage of GDP.  There has been no objective evidence, however, supporting any such fear (the issue will be discussed below).

The Czech tax system is similar to the tax systems of the EU  countries. It includes the corporate and personal income taxes, value added tax, excise duties, property tax, inheritance tax, gift tax and tax on transfer of property, as well as customs duties, road tax and motorway annual charge.  The personal income tax has the following three elements: the tax on dependent activity (or, wage tax), tax on incomes of self-employed individuals (small or individual businesses) and tax on capital gains.  It has been noted above that all Czech taxes are national taxes.  The government, or, more specifically the Parliament, determines the tax base, tax rate, deductible items and possible exemptions.  The central government (or its tax authorities, administer and control all taxes.   The tax revenue structure is described in Table 2.1.  The table shows that, in terms of the amount of revenue collection, VAT and personal incomes tax are the most significant revenue sources.

Table 2.1: Tax revenues structure

1997

in CZK bln
1998

in CZK bln
1997

in %
1998

in %

Total tax revenue: 

of which: local budgets
Value-added tax

Excise duties

Customs duties

Corporate income tax

of which: local budgets
 Personal income tax

of which: local budgets
Property tax

Inheritance, gift and property transfer tax

Road tax, incl. motorway charge

Other taxes and charges

of which: local budgets
363.5

76.1
117.6

64.2

14.9

55.0

13.4
87.6

54.4
3.9

5.0

5.6

9.8

4.4
389.0

83.3
119.4

67.8

13.6

67.3

16.2
94.8

58.5
4.1

6.3

6.0

9.7

4.7
100.0

20.9
32.4

17.7

4.1

15.1

3.7
24.1

15.0
1.1

1.4

1.5

2.7

1.2
100.0

21.4
30.7

17.4

3.5

17.3

4.2
24.4

15.0
1.1

1.6

1.5

2.5

1.2

Source: Final national account of the CR
Since tax revenues represent the most important source of financing for the general public budget, let us discuss the share of local budgets (municipalities and district offices) in the tax revenues of the general  public budget (Table 2.2) As can be seen, except for 1996/95, both the total revenue and tax revenue of local budgets have grown faster than corresponding central budget revenues.  This is one of the reasons why there has been discussion about changing the budgetary assignment of taxes.  A solution to the issue is still more urgent due to the deteriorating balance of the central budget, as can be also seen from Table 2.2.

Table 2.2: Development of national budget and local budgets

1995

CZK bln
1996

CZK bln
1997

CZK bln
1998

CZK bln
1996/95

%
1997/96

%
1998/97

%

 Central budget revenues 

Local budgets revenues 

Tax revenues central budget

Tax revenues--local budgets

Central budget expenditures 

Local budgets expenditures 

Central budget balance

Local budgets balance
440.0

127.9

255.4

70.7

432.7

131.1

+7.2

-3.2
482.8

135.6

283.0

72.7

484.4

145.2

-1.6

-9.6
509.0

147.1

287.4

75.3

524.7

151.8

-15.7

-4.8
537.4

161.8

305.7

82.6

566.7

160.3

-29.3

+1.5
9.7

6.0

10.8

2.8

11.9

10.8

-

-
5.4

8.5

1.6

3.6

8.3

4.5

-

-
5.6

10.0

6.4

10.0

8.0

5.6

-

-

Source: Final national account of the CR for relevant years, Ministry of Finance

Note: Possible inaccuracies are caused by rounding

The faster growth of local budget tax revenues was obvious as early as the first year of operation of the new tax system in 1993.   Municipalities and districts initially received 100 percent of the personal income tax, which caused local budget revenues to grow much faster than total public revenue collection.  In 1996 revenue assignments were modified to reduce local governments share of personal income taxation and replace it with a share of the corporate income tax.  As a result, there was a one-time reduction in local tax shares (see Table 2.3).  The impact was only temporary, however, as the proportion of local revenue assignment in total tax revenues resumed its rise over the following years. 

Table 2.3: Shares of central budget and local budgets in tax revenues (in %)

1993
1994
1995
1996
1997
1998

Central budget

Local budgets
   85.4

   14.6
    80.5

    19.5
   78.3

   21.7
   79.6

   20.4
    79.1

    20.9
   78.6

   21.4

Source: Final national account of the CR for 1998, Ministry of Finance
Municipalities today obtain a 20 percent share in the national revenue collected from the corporate income tax. Receipts are distributed among municipalities in proportion to their population.  The tax revenue is thus allocated across the country on a uniform per-capita basis. In the case of the wage (or dependent activity income) tax, revenue is redistributed only within the district where it is collected.  The Czech Republic consists of 73 districts, while the four largest cities‑‑Praha, Brno, Ostrava and Plzn‑‑have a combined status of both a municipality and district authority. 

Municipalities receive 30 percent of the district-level revenue collections from the wage tax. Within a district, two-thirds of the revenue is distributed to municipalities, on a uniform per-capita basis, while one‑third is distributed according to the taxpayers place of payroll, i.e. the location of the office paying out the wage.  District authorities also receive a 30 percent share of district-level collections from the wage tax. This represents the districts only tax revenue source. The four principal cities obtain 60 percent of the district revenue collection from the wage tax.

The considerable weight of the personal income tax explains much of the inequality in municipal revenue per capita.  Municipalities in districts with high income tax capacity receive more total revenue per capita than other municipalities.  Significant differences between districts have existed from the beginning.  The differences have become even sharper over the years, i.e. since 1993. The key reasons are an uneven presence of industries in separate districts, differences in wage levels between industries, unemployment rate differences and sundry factors. In fact, the shared taxes system in practice is close to a central government subsidy‑‑since municipalities cannot influence the revenue they receive, but are passive recipients‑‑where a strange territorial principle serves as the distribution criterion, i.e., municipalities receive more or less revenue depending upon where the national wage tax is collected.

Individual business income tax revenue is distributed to municipalities according to the permanent domicile of the business or individual entrepreneur.  It means that the municipality, where an entrepreneurs establishment is located, receives no income from her/his taxation if it is different from the entrepreneurs permanent domicile.

Current Issues.    The ever widening gap between the tax revenue growth of local budgets and the growth of revenues in the central budget (as can be seen in Table 1.3) and the poor financial position of many district offices (more than 50 percent of them finished with a deficit in 1998 and their reserve funds have come close to nil), as well as other factors, have coincided to necessitate a change in tax assignment.  

The present situation is marked by competition between municipalities, which compete over the taxable domiciles of business, natural persons and the location of taxpayers payroll places.  This competition has resulted in lower levels of tax revenues for municipalities as a whole. The reason is the currently applied procedures for allocation of tax revenues. The permanent domicile of an individual business (natural person) is decisive in terms of which municipality receives the income taxes paid by her/him. Location of the taxpayers payroll department is decisive for winning a 10 percent amount from the wage tax paid by her/him. It may seem at the first sight that what one municipality loses another one gains. There is however no doubt that a municipality has to pay something to attract the tax base.  Such costs range from granting subsidies to businesses to locate within the taxing area to prioritized construction of infrastructure to support business development. Consequently, a portion of the tax revenues originally designated for municipalities falls into somebody elses hands.

The location of the taxpayers payroll place (payroll department) as well as the permanent domicile of the individual business entrepreneur is arbitrary to quite an extent.  Also, with the gradual shift to direct crediting of pay, taxpayers payroll departments are increasingly concentrated in the large cities.  This process is going to continue.  Since the personal income tax is allocated based on revenue collected in the district, these locational differences add to differences in wage levels across sectors and the concentration of high wage sectors in big cities to exacerbate inequalities in municipalities per-capita revenue receipts. Growing unemployment and its uneven development make the tendency toward greater revenue inequality still worse.

The concentration of taxpayer payroll places in the large cities is an important advantage for big cities under the current tax sharing system.. As a rule, the cities fiercely defend their earnings by opposing any change in the tax rules.  For smaller municipalities, the movement of payroll locations adds to budget instability over time and complicates forecasting of future  incomes. Further, municipalities can be required to return personal income tax payments they already have received (based on an application by the individual business to make the payment to another municipality), if the tax collecting authority approves.  Orders by financial authorities to return tax-sharing allocations come as a sudden strike in most cases and can completely shatter budgets, especially of small municipalities.

It is a frequent argument that tax revenue should stay at the place of its origin.  The idea, however, has not been supported by the current shared taxes system.  Quite the opposite:  revenue flows to the place of tax collection.  Neither the permanent domicile of an entrepreneur nor the location of the taxpayers payroll place are necessarily the places where the economic activity that creates the tax base occurs.  To truly allocate tax revenues by place of origin, there would have to be more reliance on local taxes in the first place, i.e. the property tax and municipal own-source taxes. 

Unfortunately, the current draft of municipal tax reform legislation would only partially resolve this issue.  The bill expands the powers of municipalities to determine local tax rates and extends the range of activities that a municipality may charge with a tax. On the other hand, the amount of revenue generated this way will still represent only a small percentage of total municipal income.  A full solution is possible only if municipalities are given the right to add a supplemental (piggyback) tax to the statutory national income taxes.

3.  Local taxes and property tax reform 

The Czech tax system does not now have local taxes in the sense that municipal elected officials can establish their own tax bases, tax rates, exemptions or tax relief.  The only exceptions are local charges, some of which come close to taxes by their nature, and, to a degree, the property tax.  However, the property tax and local charges account for only a few percentage points of total municipal revenues.  They therefore do not much improve the maneuvering area of municipalities in terms of their revenues, with the possible exception of tiny municipalities. 

The changes currently proposed in the form of legislative bills would convert local charges to municipal taxes and change the calculation of the property tax base.

Local charges currently include a charge for dogs, charges levied for stays in spas and recreational zones, charges for use of public space, for accommodation (hotel) capacity, for vehicle entry permission into selected places within town zones and for operation of gaming machines.

It is obvious from the above list that these charges are unlikely to correspond to specific service costs, as in the case of true fees for service.  Converting such charges to taxes with discretionary tax rates is a reasonable solution.  A disputable issue is the double taxation resulting from the charge for  spa or recreational stays and the charge for accommodation capacity.  In the first case, the law requires payment by the one that is being accommodated while in the latter by the one that provides accommodation.  In practice, however, the accommodation provider pays both charges.  

The draft of the proposed Municipal Taxes Act states that the Government is applying tax principles commonly used in the EU countries.  Specifically, the new law supports the principle of creating decision-making space for municipalities in deciding the amount of their budgetary incomes and, consequently, the quality and volume of local services that will be provided,  in accordance with the needs of inhabitants of the relevant territory and its specific circumstances.

Introducing the above principles in practice has been hindered by the already mentioned low proportion of revenues generated by current municipal charges.  It is clear that other means should  be sought for enlarging the revenue flexibility of municipalities, thereby enabling them to make their own decisions about revenues and spending, upon agreement with their community..

Compared to the present law, the key difference in the legislative proposal is that, for the first time, actual local taxes will be introduced and, importantly, that these will be introduced as statutory taxes. At the same time, the range of activities subjected to tax will be extended. The bill foresees that this will provide more room for citizen control over municipal spending, while municipal representatives will for the first time be able to decide on exemptions from the taxes.

Under the draft Municipal Taxes Act  a municipality may determine tax rates (with only one exception) up to limits established by the Act..  What is not clear from the bill is whether a municipality can determine a zero rate for a certain municipal tax.  Given the language in the proposed bill that requires municipalities to use all municipal taxes, the quetion of a zero rate remains an important issue. Municipalities should be given the option of applying the zero rate in cases where this fits their policies and the preferences of their citizens. A different issue is that the central government, in deciding whether or not to provide subsidies should at all times consider if the municipality has used all options it has for raising sufficient own-service revenues.  In other words, the subsidy system should not serve to compensate for the possible friendly policy of a municipality that establishes low or zero rates for some of the municipal taxes. This, of course, applies not only to municipal taxes rates but also to collection of debts, sales of unutilized assets, etc. 

When assessing municipal tax rates, municipalities should always consider the estimated costs of levying taxes compared to the expected revenue from the taxes.  Similarly to municipal charges, municipalities will be the administrators of municipal taxes.  In terms of costs, a smaller number of higher-rate taxes are more efficient than a large number of different taxes with very low rates.  Administrative costs do not change significantly with changes in the size of tax liability.

The following types of municipal taxes have been proposed: a tax on dogs, tax on advertising, tax on completion of constructions, tax on win and non-win gaming machines, tax on admission fees to cultural and sports events, tax on use of public space, tax on spa and recreational stays, tax on accommodation, and the infrastructure tax (a tax on built-up areas possessing infrastructure).  In short, the charge for vehicle entry into selected parts of town is being removed, while another five new items subject to tax are being introduced.

As to the property tax, it has been proposed, for tax base calculation purposes, to adopt the system of estimated market value of the property (i.e. of both land and structures). Currently, the decisive criterion is the built-up area of structures and the purpose of use (permanent dwelling, recreation, industrial or business use etc.), quality of land, and other physical aspects. Municipalities have even now a possibility to assess surcharge ratios that they can added to the relevant base rates, which differ for separate municipalities on a population basis.

Revenues from the property tax currently are significant only for very small municipalities. The amended Property Tax Act expects tax receipts to double or even triple, while municipalities will receive more flexibility in determining rates of the tax. This should also improve municipalities control over total budgetary revenues.  At the same time, the current exemption system relating to the property tax will be cut back, although the central government not municiplaities will continue to set down exemption rules.

The key problem of the amended Property Tax Act is naturally estimation of the market value of land and structures. It is a problem familiar to a number of countries that have been applying the property tax on the ad valorem basis for a long time.  Market value estimates are to be prepared by tax collecting  authorities, based on information made available by the property owners and using spreadsheets developed by the Ministry of Finance.  As a result of the economic stagnation in the Czech Republic recently, there have been a comparatively low number of property sales, which makes the task of estimating market values  a most challenging one.  In addition, the estimates of property market values will be not be publicly accessible, which will complicate the process of possible appeals by taxpayers.  Property tax reform of the kind proposed initially was planned to occur earlier.  However, the recording system of land and structures maintained by the Land Registry offices was only recently completed. 

The property tax up to now has been administered by tax collecting authorities, i.e. by the national administration authorities. On the one hand, this has meant that no costs are incurred by municipalities relating to administration of the tax, but on the other hand, it is very difficult for municipalities to obtain the information necessary to estimate future tax revenues, determine the level of unsettled property tax bills etc. The draft amendment brings no change to the system of administration of the tax. The  high number of small municipalities and lack of professional staff at many municipal authorities makes it infeasible to hand over property tax administration to municipalities.

4.  Municipal debt
As in other countries, municipal debt in the Czech Republic shows certain differences from national government debt. Municipalities, unlike the state, cannot cover their debt service by printing money. However, they can roll over their old debts into new ones.  Czech municipalities, due to the rules on municipal revenues, cannot (with a few exceptions) increase their incomes to meet  debt service obligations.  The central government--unlike municipalities--therefore can repay the national debt (as far as politically acceptable) by increased taxes and money printing.  Both ways are blocked for a municipality.  Further, the state can exchange domestic debt for a debt in a foreign currency, which also is out of reach for most municipalities.

The above does not mean that municipal debt is a phenomenon completely different from national debt.  Financing the debt of any segment within the public sector involves diverting funds that could otherwise be made available to the private sector.  Large-scale public debt, even at the local level, introduces macroeconomic risks.  Total public debt should therefore be kept below a certain line.  The Maastricht criteria, as we know, do not make a distinction between national, municipal or regional debts or those of national funds and institutions.

Until now, the Czech Republic has had no problems in complying with the European Union fiscal criteria.  In terms of the proportion of the public budgets deficit in GDP, 1999 will become a break point, specifically with respect to the central budget deficit.  As to the other fiscal criterion--the proportion of the public debt to GDP--the Czech Republic still has considerable leeway available to it. 

Municipal debt is a comparatively new phenomenon in the Czech Republic.  In 1993, its levels were quite tiny, while it reached slightly below CZK 40 billion (about US$1.2 billion) at the end of 1998.  The debt dynamics over the first half of the 1990s displayed rapid growth, although the growth rate was gradually declining (see Table 4.1).  In view of the amount of the national debt (approx. CZK 170 billion), the total annual incomes of municipalities (almost CZK 140 billion) and the total assets of municipalities, their debt is not exactly dramatic.  A matter of concern, however, is the distribution of local debt over separate municipalities, where there are some municipalities with high debt exposure.

Table 4.1: Municipal debt development (in CZK bln and %)


1993
1994
1995
1996
1997
1998
96/95
97/96
98/97

Bank loans

Municipal bonds

Other debts

Total
2.5

-

0.9

3.4
4.9

7.6

1.8

14.3
8.7

8.5

3.1

20.3
11.6

11.9

4.8

28.3
13.5

13.2

7.7

34.4
18.0

11.9

9.1

39.0
39.5
21.6
13.4

Source: Final national account for 1998, Ministry of Finance.

Note: The other debts category includes also borrowings from the National Environmental Fund, returnable financial assistance from the national budget, from district offices and other.
Currently, almost 1,500 Czech municipalities have outstanding debt in one form or another.  Both large cities and small villages borrow funds.  Small and very small municipalities are on the top positions of the ladder in terms of the amount of debt per capita, or debt service as a share of total expenditure.

Table 4.2 indicates that all towns with population over 50,000 had outstanding debt in 1997.  Within the category from 5,000 to 50,000 inhabitants, 80 percent of municipalities were indebted.  Within the category from 1,000 to 2,000 inhabitants, about 50 percent of municipalities were indebted. Within the category from 501 to 1,000 inhabitants, one third of the municipalities were indebted.

Table 4.2: Distribution of debt over separate categories of municipalities analyzed by size
(only bank loans and municipal bonds, 1997) 

Municipality category
Municipalities number within the category
Indebted municipalities number
% of indebted municipalities
Debt 

in CZK million
Proportion 

of the total debt

1 - 100

101 - 200

201 - 500

501 - 1,000

1,001 - 2,000

2,001 - 5,000

5,001 - 10,000

10,001 - 20,000

20,001 - 50,000

50,001-100,000

over 100,000

Total
570

1,160

2,024

1,216

643

348

135

65

44

16

7

6,228
20

87

338

371

301

210

108

58

35

16

7

1,551
3.5

7.5

16.7

30.5

46.8

60.3

80.0

89.2

79.5

100.0

100.0

24.9
7.7

73.5

524.1

957.4

1,340.0

2,269.7

1,883.6

2,469.3

1,644.0

1,864.9

13.635.0

26.669.1
0.0

0.3

2.0

3.6

5.0

8.5

7.1

9.3

6.2

7.0

51.1

100.0

Source: Documentation of Ministry of Finance
So far, there has been no significant instance where a municipality has fallen into financial distress. Since local debt is still comparatively recent, the above fact may not necessarily apply in the future. In several infrequent cases, the debt service of a municipality exceeds 50 percent of its total expenditures over a single year, which is clearly unsustainable in a longer term.
  It is obvious from the available information that municipalities usually accept loans for capital projects, not for covering their operating expenses.  Therefore, the leverage as a rule does not include the operating budget.  It should be noted, however, that current Czech law does not forbid loans for current account spending.

No limitations are in force in the Czech Republic as to where a municipality borrows, what it borrows for, under what terms and conditions etc.  Municipalities borrow both from local and foreign banks, issue municipal bonds and accept borrowings also from companies outside the financial sector. Municipalities grant loans in support of development of business activities on their territory and they also provide guaranties for bank loans made to business subjects.  Some of the guaranties have already become payable.

The fact that municipalities, or, local governments in general, have been excluded from the provisions of the Bankruptcy and Composition Act while they have not been subjected to any other act, poses a certain obstacle (at least in theory).  Another hindrance is represented by the fact that the Commercial Code recognizes as collateral only such assets that were existent at the time of signature of the collateral agreement on the debt.  A loan may be therefore secured with property, shares and other securities etc.  The approach has disqualified an important collateral instrument, which municipalities could otherwise use‑‑securing the debt with future revenues.  Future revenues are not existent at the time of concluding the collateral agreement.  As a result, some of the loans provided to municipalities have been secured with a school, health-service facility or even town hall, which is hardly an advisable practice.

The municipal strategy of guaranteeing loans partly from future shared taxes and future property tax receipts, commonly used in other countries, cannot be used in the Czech Republic.  While banks themselves do not seem to mind the idea, the central bank supervision does.  The supervisory body deems future incomes an insufficient security in terms of legal requirements. In reality, only eská spoitelna (Czech Savings Bank) uses this type of collateral and only in certain cases.  eská spoitelna may afford that, given its position on the local debt market.

The existence of shared taxes in the Czech Republic is a certain form of security for a loan. The system ensures to municipalities and their creditors that they will obtain a specific amount each year, without having to make any effort. When providing loans to municipalities, banks frequently require the applicant municipality to open and maintain a special account for its tax revenues with the bank in question. The bank will then contractually bind the municipality to establish automatic loan payments credited to the banks account.

There are currently 18 issues of municipal bonds.  The largest, and also the first municipal bonds issue denominated in foreign currency. was the Prague flotation of 1994.  Its amount was US $250 million, i.e. almost CZK 7.5 billion at the time of drawdown.  Upon the flotation, Prague obtained the same rating as the Czech Republic by Standard & Poor.  Prague has been currently preparing another municipal bonds issue on a comparable scale.  Part of the revenue from the second issue is earmarked for repayment of the first issue, the principal of which, due to the changed exchange rate, amounts to CZK 8.8 billion in translation.  The revenue from the first issue was used exclusively locally which means that the exchange rate loss has to be fully debited to Prague.

The majority of loans provided to municipalities have maturity periods of about five years, which is short compared to the useful lives of facilities financed by the debt.  Large loans to creditworthy municipalities have been made for terms up to 10 years, or even longer.  The MUFIS program supported by USAID has helped extend the term of municipal lending.  Individual bank loans differ in their interest rates, in methods of securing the loans by municipalities and other conditions the banks require for granting the loan.

As mentioned above, local debt remains basically unregulated by the central government in the Czech Republic.  Municipalities may borrow from any party, for anything and at any terms, providing they agree on terms with the creditor.  Borrowing by a municipality, like lending by a municipality or guaranty of a loan to a third party, is subject to approval by the municipal council. No other authorization is required.  The only formal exception is that the Ministry of Finance formerly (until 1 March 1998) had to provide permissions for municipal bonds issues (or, issues of any bonds) and, until the amended Foreign Exchange Act came into effect in October 1995, the Ministry also had to issue permissions to municipalities for the purposes of borrowing from abroad. Except for the second issue by the City of Prague (at the end of 1997), the Ministry of Finance gave its consent to all applications by municipalities.  In 1997-98, in response to the national budget crisis, the Ministry of Finance suspended municipal bond issues for more than a year‑‑though the legal basis for their action was not fully clear.

Since the budgetary performance of municipalities has improved considerably (see Table 2.2), the pressure for introducing regulation of municipal debt--for a time quite strong-- has diminished.  The situation of several highly indebted small municipalities, however, continues to be alarming.

The information vacuum on municipal debt has been partly overcome, in terms of advice on debt finance, by the handbook Analysis of Credit Finance for Municipalities in the Czech Republic.  The handbook was prepared by the USAID for the Union of Towns and Communities of the CR in 1996 under the program Municipal Finance in the CR, working together with members of the Financial Committee of the Union of Towns and Communities.

The handbook shows how municipalities should proceed in order to avoid an excessive burden over their debt carrying capacity when accepting a debt. It provides guidance on a prudent approach to handling debt financing, i.e. maintaining a level of indebtedness that reduces both the current and future threats to financial stability of the municipality.

The method of the handbook is based on separating the current (operating) and capital parts of the budget. The operating surplus will then define the portion of the overall municipal budget that is available for the debt principal repayment. The operating surplus estimates for subsequent years will then define the debt amount that could be accepted by the municipality.

The next step is to determine the amount of debt that the municipality could accept with regard to valuation of specified risks. The risks are related to evaluation of the financial position of the municipality and its forecast. It is therefore necessary to evaluate both the current financial position and the tendency of the municipalitys financial trend for improving or deteriorating, compared to its history. It applies in general that if the potential risk has been evaluated as high, a municipality should borrow less than indicated by the operating surplus amount.

Proceeding according to the handbook cannot, of course, give an absolute assurance to the municipality that the identified acceptable amount of debt will not pose a threat to its future financial position. The final amount of the debt will anyway have to be decided on by the council members. The aim of the handbook is to provide guidance on and support documentation for the councils decision-making process. It will also enable the councils to meet their responsibilities at minimizing the risk.

A computer model was prepared for application of the method set out in the handbook, which enables users to carry out all calculations. The model is available both in English and Czech.

Financial performance indicators defined by the handbook assist in determination of how much a municipality should borrow. The indicators (usually a ratio of two basic data) serve the needs of comparing the financial position of one municipality over different time periods, or comparing several municipalities over a single time period.

Based on the indicators obtained for a larger number of municipalities, points of reference can be established. These can serve as benchmarks showing if values of indicators for specific municipalities are favorable or not. Comparable data for a sufficient number of municipalities enabling specification of the points of reference have been not available so far, as data have not been released for use by the Ministry of Finance.  This fact has limited utilization of the handbook.  However, it is also a starting point for overcoming the barrier.

Risks are evaluated using comparison of results of the indicators calculated in the above manner and the relevant points of reference.  The comparison enables users to establish whether the current financial position of the municipality is excellent, acceptable or poor.  Another step is identification of trends based on the past development of the relevant indicators.

Many municipalities have been proceeding in accordance with the handbook. Its importance could be multiplied if a publicly accessible estimate were calculated for all municipalities. It is the only way of determining the points of reference, i.e. the maximum levels of the selected indicators for separate size categories of municipalities.

5.  Control of performance of municipalities
It can be hardly doubted that the performance of municipalities needs to be subjected to control.  This quite obvious requirement is not fully complied with in the Czech Republic.  Municipalities are currently exposed to a considerable lesser degree of supervision than e.g. banks, while both institutions manage assets of other parties.  However, money is deposited with banks on a voluntary basis, while payment of tax to the government cannot be usually deemed voluntary in a true sense.

State control has been limited to disposal of single-purpose subsidies or to legal compliance.  Control, instead of being systematic, is then rather ad hoc and usually deals only with more substantial amounts.  Also, the proportion of single-purpose subsidies in the total revenues of municipalities does not exceed 16 percent.  The fact that the revenue from the corporate incomes tax paid by municipalities on their business activities is coming back to municipal budgets results in a minimum level of control by the tax-collecting authorities.

Financial performance of municipalities for the preceding year is subjected to a statutory audit.  Audits of financial performance of municipalities are in most cases (about 95 percent) performed by district offices.  There are only a few auditing firms that would specialize in municipal performance. The Chamber of Auditors, in cooperation with the Ministry of Finance, have been preparing the Municipal Audit Manual, based on which the Chamber will organize a series of training sessions for interested auditors.

There are 85 municipalities per district office on average in the Czech Republic. District offices do not mostly have any functions specializing solely in audit. The audit needs to be performed over a comparatively short period (three months). In addition, district offices keep accounts for small municipalities. This, in fact, means that district offices self-review their own work. In the Czech Republic, audits concentrate more or less on reviewing fairness of accounts and legal compliance. An analysis of effectiveness and efficiency of municipal spending is thus totally missing. An audit in the above defined scope is nonetheless certainly useful, while it may be performed only by a specialist firm.

Current controls include an obligation to publish the draft budget and final account. The question is if this is sufficient for maintaining public awareness.  The published information is, if nothing else, incomplete.  It is impossible to establish on its basis if the municipality is expending the money entrusted with the best value for citizens.  There is no comparison basis.  It may be deduced only with difficulties if the expenditure policy for the year in question does or does not lead to future financial hardship risks.

No format is formally required for publication of the draft budget and final account, i.e. requirements for the structure and details of the published documents are not specified.  As the municipal budget is often not understandable to a common citizen and cannot be duly controlled by her/him, raising of any relevant comments can be hardly expected.  Citizens of municipalities were accustomed to being excluded from any say in the management of municipal finance in the past and they often continue to behave similarly today.  If they give their input, they mostly focus on fringe details.  Consideration of the budget as a whole and effective allocation of resources available to the municipality are thus left to the responsibility‑‑in many cases practically to help-yourself unskilled creativity‑‑of those preparing the budget, i.e. representatives and staff of the municipality.

Citizens are mostly concerned with such issues as where a new facility is going to be located etc. Their inputs in financial management are a much more complicated matter.  Better use of the money, however, may bring additional funds to the municipality and improved services or more public goods to the citizens.  The claimed fact that people as a rule show no eager interest in the financial performance of their village or town cannot serve as an excuse.  On the other hand, representatives of many municipalities do not show any commitment to keeping the public informed and to help people understand the intricacies of the budget.

Control by the public is further impacted by little knowledge of how matters are dealt with in other municipalities.  So far, regular sharing of information on municipal performance has been non-existent.  Sharing of information would, however, be useful for comparing municipalities to each other, and would provide an opportunity to individual citizens of various municipalities to judge whether their municipality is better off than another, similar municipality. It would further enable gaining more information by those who should be the first to control their municipal financial management and who can gain the most from such monitoring--whether the question is obtaining more services for the same money, prevention of excessive indebtedness or barring unreasonable granting of a loan or guaranty, etc.

Municipalities represent a variety.  They differ in population, size of their budgets, their priorities.  In essence, however, they are responsible for delivering a defined set of services.  Consequently, the costs relating to procuring a service or a good for the municipality can be calculated.

It is no secret that municipal reporting generally maintains no high levels. The current budgetary structure has enabled even varying interpretation in some cases. Regular sharing of information among municipalities is an efficient tool for gradual improvement in this area.  If for no other reason, then because the summary of the statements for all municipalities serves as an important tool for analyzing key tendencies in the development of municipal finance.

Insufficient public access to information regarding the allocation of subsidies is also undesirable as it leaves room for decisions that are not in line with the adopted subsidies policy.  More information on the impact of the adopted system of shared taxes allocation to separate municipalities is in fact the only way to reduce possible injustices as well as the only way in which the issue can be opened for public discussion.

Regular publication of municipal performance results, as mentioned above, and their accessibility by the widest public could then play a twofold role--the control and the support information roles at preparation of budgets by municipalities.  It could also lead to rating of municipalities.  In the countries where it is practiced, such publication is an important incentive for attaching more importance to the ways of handling and purposes of expending public funds.   It gives an appraisal of a kind to the representatives of municipalities--reinforcement for those in the lead and guidance for those in worse positions.

The Information Freedom Act passed recently by the Parliament can be seen as a signal of a certain shift in this respect.  The act addresses the right of the public to obtain information from central and local authorities.  A likely obstacle will be the current unwillingness on the part of the central government officials and civil servants to provide information and a comparatively limited public interest in obtaining it.

6. Sub-national (regional) governments
In many European countries, the essence of decentralization lies in gradual assignment of the central government functions to the self-governing bodies, at the level of municipalities in the first place, as the latter are usually the basic element of government. As noted above, there is an overwhelming majority of small municipalities in the Czech Republic. As a result, municipal budgets are rather split-up particles with but a minor financial strength, which naturally limits possibilities for municipalities to undertake a larger share of the state administration responsibilities. While amalgamation of municipalities into the size categories usual in Europe is still an impassable problem in the Czech Republic, local governments on the regional (or, county) level could compensate the trouble to at least a certain degree.

Future powers and responsibilities of the self-governing regions and methods of raising funds for implementing their policies are the key issues of the decentralization process. Whether the future regions will become but an appended organizational element of the state administration or if they make a real contribution to the decentralization process will depend on the scope of competencies of the regions and their financial independence. The number of questions to be answered still overweighs those already answered.

There is probably no doubt that regions should be responsible for regional development on their territories.  This, however, requires clarification of the relationships regions should have with the Ministry for Local Development, which has regional development in its scope of responsibilities, as well as with other ministries that influence regional development through their policies, and, last but not least, with municipalities.  The work includes many activities, such as preparation of spatial plans for the territory in question, improvements to the environment and its protection from deterioration and the possibility to influence location and quality of utility facilities exceeding the reach of just one or several municipalities.  The question remains open if the region could or should, in the interests of coordinated development of the whole territory, intervene in some of the municipal decisions.

Another indisputable issue is that regions should take over the establishing functions from the district offices. This relates specifically to hospitals, nursing or residential homes for the elderly and facilities for the physically and mentally disabled adults and children, childrens homes, theatres, museums, galleries and zoos. This would enable district offices (i.e. state administration authorities) to relieve themselves of the activities that local governments can perform better, while the state authorities could focus their limited resources and funds on performing state administration roles.

Very recently, agreement has been reached that specification of functions of the self-governing regions should not be detrimental to municipalities, except for voluntary assignments. This implies at the same time, that municipalities should continue to participate in public sector funds to the current extent.  Given the tight central budget (see Table 2.2) and requirements of the newly built regional-level local governments, the above seems to be the maximum achievable solution.

Another still unresolved issue includes the subsidies system.  Municipalities currently obtain subsidies from the central budget through numerous ministries.  Coordination of the subsidies system is thus far away from an acceptable condition, both with regard to control over provided subsidies, criteria of eligibility and publication of the subsidies recipients.  Granting subsidies from Prague (i.e. centrally) has ill-famed consequences.  It creates space for allocation of subsidies where other than the pre-defined criteria may (and possibly do) come into play, where the winning points may be achieved thanks to persistence of a municipal mayor or her/his access to the relevant MPs or senators.  Such conduct is still more encouraged by the fact that subsidies allocated from the central  budget or by other central institutions are not published.

Regions could play a positive role in this respect, providing they were assigned the possibility to distribute the allocated global subsidy among municipalities.  In this way, the decision-making powers would be passed onto the people who are directly responsible to the community that should benefit from the allocated subsidies.  The subsidies would become an efficient implementation tool of the regional policy at the same time.  A precondition to that would be a regional development plan for the relevant area scheduled for separate periods.

Another unresolved issue is that of financing. The expected assignment of establishing functions from district offices to regions means that while the functions of separate regions provided at law will be identical, the financial challenge related to operation of the facilities will differ.  In addition, the current method of financing district offices leads to significant differences in their revenue bases. Budgets of the district offices are, apart from subsidies from the central budget, almost entirely funded by their share in the individual tax on dependent activity income collected within the district. The tax revenue per capita shows significant district-to-district differences that even continue to grow over time (see Part 1 above).  This is necessarily reflected in opportunities to ensure services for the facilities currently managed by district offices.  Presumably, the above facts will require continued subsidizing of the facilities from the central budget.  On the other hand, the basis of regional budgets should be formed by the share in the government tax that would guarantee a certain level of foreseeable income. It is one of the key conditions enabling regions to carry out duly the regional policy.

The powers and duties conferred upon regions, the method of their financing and other necessary aspects of their origination and existence are addressed by the Policy for Reform of Public Administration.  The current draft has a very wide range, which results in somewhat dispersed aiming at too many targets, reflected negatively in the considered position, functions and finance of the regional level of governments.   What is more, the Policy has been put into the hands of the central administration due to which no radical change to the ministries functions may be expected. The Policy for Reform of Public Administration is also endowed with a good deal of mistrust of the  professionalism of municipal officials, which serves to justify the tendency of leaving the maximum number of functions within control of the 

centre or its territorial authorities.

There is still one more factor explaining the above approach.  No weaknesses and potential bottleneck points analysis has been prepared with regard to functioning of the self-governing principle in the Czech Republic and under the local circumstances.

Only the final version of the public administration reform will show whether the future regional-level of government instead of becoming just an act of formal compliance with the Constitution will develop into a material element of improved provision of public administration  (i.e. public services) in the Czech Republic.

7.  Conclusion
The self-governing principle of the public matters administration has been restored comparatively recently, after a gap of many years.  It has been, as a result of numerous factors, introduced mostly at very small units and on a widely liberal basis.  There has been still rather more talk than action done about the necessity to stipulate a legal framework for municipal debt, improve audit of municipal activities, specify procedures applicable to financial distress and specify conditions for disposal of the municipal assets. The above aspects are relevant also for the regional-level of government. Establishment of self-governing regions will increase both the amount of funds available to the sub-national government and the value of its assets.

Financial performance results of municipalities or other levels of government considerably impact a good or poor local government system available to a country.  In this respect, results of municipal budgets show a distinct improvement over the last two years.  In 1998, municipal budgets closed with a surplus for the first time since 1993.  Municipalities achieved the result as a follow-up of the reduced deficit in the preceding year.

Weak points exist despite the above positive outcome. They include an uneven spread of tax yield which results in poor and rich municipalities.  The fact, of course, is not reflected in the overall results.  During the recent years, revenues from the sales of assets of municipalities have been increasing at the annual rate of 30 percent.  Despite the fact that assets sales proceeds represent less than a half of the capital outlays of municipalities, the fact deserves attention.  In addition, the proportion of the capital outlays in the total municipal expenditures has been decreasing for some time, though they remain at a very high level compared to most other countries in Europe and elsewhere.  Almost 40 percent of total municipal spending is used for capital investment..

I believe that in spite of the above reservations considerable success has been achieved on the local government development scale, considering the initial situation and substantial changes undergone by the Czech Republic in the 1990s.  It is to be hoped that the future will bring further necessary improvements.

�  See George Peterson et al., Annual Monitoring Report, 1998.  Czech Municipal Credit Program (1999).


�  See George Peterson et al., Annual Monitoring Report, 1998.
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