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I. Background
Review of the governments Wstpny Zarys Finansowania Samorzdu Powiatowego i Wojewódzkiego and the financial aspects of Zaoenia Rzdowe Reformy Ustrojowej Pastwa has raised a number of questions for us.  Some concern what we know to be the extremely preliminary calculations being used to design and present the Buzek governments new self-government finance system.  Others relate more particularly to the basic structure of the fiscal equalization program that the government envisions.  We hope our comments are of use.

II. Effective Tax Rates
As we think you are aware, there seems to be some confusion about the average national effective PIT rate.  Your calculations are based on a 14.4 percent rate, while documents from the Direct Tax Department seem to suggest a rate of 16.2 percent.  The reasons for this discrepancy are not clear.

More importantly, the Direct Tax Department does not seem to have the PIT base for individual Treasury Offices.  Whether these data exist at the rejon level we dont know.  But information on the voivodship, powiat, and ultimately gmina PIT bases is critical for the design and operation of the future system because, without it, it will be impossible to estimate the real-revenue raising abilities of individual units of self-government, or to simulate their performance under different tax and subsidy regimes.

Indeed, the lack of data on local PIT bases has forced the Ministry of Finance to make some unnecessarily complicated and potentially confusing calculations.  This happens when the normative PIT supplement is calculated as a percentage (9.2 percent) of the estimated average, national effective tax rate for PIT (14.4 percent) and at the same time it is assumed that effective tax rate in Warsaw is equal to the national effective tax rate.  This we know is not true.   Moreover, the higher Warsaws actual effective PIT rate is, the higher Warsaws PIT supplement must be for the city to generate 180 PLN in per capita revenue.

For example, if the actual effective PIT rate in Warsaw is 18 percent and not the 14.4 percent that the Wstpny Zarys uses for the national effective PIT rate, then the rate of the PIT supplement necessary to yield 180 PLN per capita in Warsaw would have to be 1.66 percent and not 1.32 percent. 

Conversely, and equally importantly, if the actual effective PIT rates in rural powiats are lower than the national average PIT ratesas it is reasonable to supposethen a PIT supplement of 1.32 percent will yield them more revenue than is currently being anticipated.

Related to this problem of not having good data on local effective PIT rates is the lack of data on how dramatically the national effective rate has changed from year to year, and how the effective rate is tracking GDP growth.  This information would be useful for forecasting the growth of the yield of the PIT supplement over time.

Given the crucial importance of having data on local PIT bases, we recommendif it has nt been done alreadythat someone be charged with locating and organizing this information.

III. Problems Caused by the Lack of an Index of Relative Needs
Both the Wstpny Zarys and the Zaoenia assume that the 180 PLN  necessary to fund the average powiats per capita expenditure needs will be sufficient to fund Warsaws per capita expenditure needs.  This is probably a poor assumption because the per capita expenditure needs of big city powiats (miasta wydzielone) are likely to be significantly higher than most other powiats because of higher workloads and wages.

We understand the political problem involved in officially acknowledging that most big-city powiats will have higher per capita expenditure needs than other powiats. Nonetheless, the practical consequences of not accounting for them in the calculations used to design the financing system could be quite serious for the following reasons.


Big city powiats could have serious revenue shortfalls relative to their expenditure needs.


These shortfalls would be more dramatic if they also have effective local tax rates higher than the national average and the 1.5-percent rate for the PIT supplement were maintained.


Rural powiats could receive substantially more in own tax revenues and subsidies than they really require because the 180-PLN-per-capita average may overstate their expenditure needs.

· If the 1.5-percent PIT supplement rate tied to the 180-PLN-per-capita norm were used to anchor the whole system, the state could come under pressure to increase the revenues of big-city powiats, while finding it hard to take back revenue from rural powiats.

· This could ultimately result in an increase in the overall tax burden on the population.

III. Problems with the Zaoenia as a Political Document
The Zaoenia asserts that the government expects that total powiat budgets will be about 10 bln PLN and that a 1.5-percent PIT supplement will yield 100 percent of the expenditure needs of the richest powiat (Warsaw).  This statement is problematic for a number of  reasons.


The 1.5-percent rate was arrived at, in the Wstpny Zarys, by assuming that total powiat budgets will be 7 bln PLN while the Zaoenia use the figure 10 bln PLN.  In per capita terms, this is the difference between 180 PLN and 260 PLN.  In order for Warsaw to raise 260 PLN per capita, the supplemental PIT rateall other things held equalwould have to be about 2 percent and not 1.5 percent.


As indicated above, the per capita expenditure needs of Warsaw (and other miasta wydzielone) may be higher than the national average.


As indicated above, Warsaws effective tax rate (and those of other miasta wydzielone) may well be higher than the national average, meaning the 1.5-percent rate will produce less revenue than expected.


People are liable to hook on to three statements made in the Zaoenia:


that 10 bln PLN will be decentralized to powiats,


that powiats will get a 1.5-percent PIT supplement, and


that the richest powiat will be entirely financed from a 1.5-percent PIT supplement.

While any one (or even two) of these statements may be true, it will be impossible to make all three of them work together in practice.

IV. Discrepancies in the Base Years Used to Calculate Revenue Capacity and Expenditure Needs
The Wstpny Zarys uses 1998 expenditure data to calculate total powiat and voivodship budgets, while 1996 data, unadjusted for inflation, are used to approximate their revenue-generating capacity.  This is no doubt done to yield a very conservative baseline.  Indeed, it may underpin the mental shorthand that allows for the use of the 10 bln PLN (and not 7 bln) expenditure figure in the Zaoenia.  Nonetheless, at this stage in the process we think that it would be good to avoid this kind of shorthand because one can loose sight of which way the margins of error really run.

In the attached spreadsheets, we present a number of illustrative scenarios for determining the PIT supplement necessary to fully finance the average powiat expenditure need in Warsaw.  Results differ significantly depending on whether 10 bln PLN, or 7 bln PLN is used for total powiat budgets; whether the effective average national tax rate is set at 14.4 percent or 16.2 percent; and what rate of growth one uses to forecast the PIT base in 1998.  (Again, the last two calculations are far from optimal and would be much more usefuland less dangerousif we had information on local PIT bases and information on how local effective rates are tracking GDP growth.)

V. Indexing the Supplemental Rate to Warsaw
As mentioned above, it seems that the Ministry wants to set the general PIT supplement at a level that would allow the richest powiat (Warsaw) to generate per capita revenues equal to the average per capita expenditure needs of all powiats.  Leaving aside the problems created by doing this without an index of relative expenditure needs, we are not sure that this is the best way to proceed.

On the positive side, tying the PIT supplement to the richest powiats ability to cover the average expenditure needs of all powiats ought to eliminate the possibility that some powiats will have own revenues that greatly exceed their needs.  A corollary of this is that the loss of PIT revenues to the state caused by the introduction of the supplement will be held to a minimum and the resulting equalization system will be more efficient than it might be otherwise. (It is worth adding here, however, that the most efficient transfer system is one in which the state funds 100 percent of the standardized expenditure needs of all local governments, that is, one in which there is no fiscal decentralization at all.)

On the negative side, however, it will meanas the Zarys notesthat, of the roughly 350 planned powiats, 280 will not be able to meet half of their expenditure needs out of own revenues. They will, in other words, remain largely dependent on the state, reducing the gains in accountability, transparency, and improved local management that come with fiscal decentralization.

We therefore think it is worth examining what would happen to the basic PIT supplement rateand the states additional incremental loss of  PIT revenuesif the rate were set at a level that would allow, say, 50 percent of all powiats to fund at least 50 percent of their standardized expenditure needs.  Running these simulations would be relatively easy if we had powiat-level information on local PIT bases, and a few rough proxies to estimate differences in per capita expenditure needs.

VI. The Nature of the Equalization Programs
The Zaoenia refer to two kinds of equalization programs. The first is described as fully compensating self-governments for the costs of those services in which state-mandated standards will be maintained (for example, education).  The second is described as a general-revenue subsidy that will partially compensate poorer powiats and voivodships.  These are very general descriptions and raise a number of questions for us.

With respect to the first subsidy system, our major question concerns whether the Ministry of Finance or the Ministry of Education is planning to calculate a normative amount of money that should be spent per student in all powiats in order to maintain a national standard, and then simply to issue own-purpose grants to powiats for them to meet these costs.  This is certainly the simplest and most transparent way to proceed.  Moreover, it would make calculating the rest of the equalization subsidy easier because education expenditures would no longer have to be factored into the expenditure needs that should be covered by the PIT supplement.

The inclusion of education expenditures in the calculation of the average per capita expenditure needs of powiats in the Wstpny Zarys, and the brief commentary on the full equalization sys​tem in the Zaoenia, however, suggest that the Ministry has something else in mind: That pow​iats would be expected to cover some percentage of their education expenditures out of own-reve​nues, with the equalization subsidy making up the difference between this level and the nationally mandated standard.  While this is  reasonable, it will require that the Ministry determine for every powiat what part of its own revenues should be spent on education as opposed to other functions.  As a result, and in practice, it may be hard to measure the gap between a powiats ability to fund educa​tion out of its own-revenues and a national norm. 

We also understand that there is a reluctance to use own-function grants to fund secondary education because it will make it impossible for powiat officials to use these revenues for other purposes.  Here, the only thing that can be said is that the if the idea is really to ensure the maintenance of a nationally mandated expenditure norm on education, then this is exactly how it should be. Conversely, any system that purports to maintain national standards, and in fact allows revenues meant for education to be spent for other functions (as is currently the case with the education component of the gmina general subsidy) makes a mockery of those standards.

Finally, we are a little confused by what exactly is meant by the partial equalization system mentioned in the Zaoenia.  We fully understand the (anti) motivational reasons for not compensating local governments fully for the difference between their (average-tax-effort) revenue-raising ability and their adjusted per capita expenditure needs.  But doing this without simultaneously giving them the right to increase their tax effort to compensate for the shortfall is to consign them to permanent decline.  We raise the issue because nowhere in either the Zarys or the Zaoenia is 7mentioned made of a PIT supplement band that would allow powiats to set rates higher then the normative or indicative rate.  While we understand the risks the band presents with respect to increas​ing the overall tax burden on the population, we think that it would be unwise not to include it in the design and structure of the overall transfer system.

SCENARIO 1
Assumptions:

1.
Total powiat expenditures in 1998 (z.)
7,000,000,000

2.
Effective average national PIT rate 1998 equals the 1996 rate
14.40%

3.
Increase of the PIT base between 1996 and 1998
0.00%

4.
Warsaw powiat per capita expenditures equal national average.

5.
Warsaw powiat effective PIT rate equals national average.

Data used:

Total population of Poland in 1996
38,614,104

Total population of Warsaw powiat in 1996
1,632,534

Total PIT collected nationwide in 1996
31,848,477,276

Total PIT collected in Warsaw powiat in 1996 
3,162,517,235

Calculations:

Average powiat per capita expenditure needs (z.)
181.28

Total PIT to be collected in Warsaw powiat in 1998 (z.)
3,162,517,235

Per capita PIT collection in Warsaw powiat (z.)
1,937.18

Share of the PIT collected in Warsaw powiat equal to 181.3
9.36%

PIT Supplement needed in Warsaw to yield 181.3
1.35%

Distribution:

Number of powiats in which the PIT supplement will finance:


less than 50% of their per capita expenditure needs
310


less than 25% of their per capita expenditure needs
59

Number of powiats in which the 1.5% PIT supplement will finance:



less than 50% of their per capita expenditure needs
285


less than 25% of their per capita expenditure needs
28


SCENARIO 6
Assumptions:

1.
Total powiat expenditures in 1998 (z.)
10,000,000,000

2.
Effective average national PIT rate 1998 equals the 1996 rate
16.20%

3.
Increase of the PIT base between 1996 and 1998
25.00%

4.
Warsaw powiat per capita expenditures equal national average.

5.
Warsaw powiat effective PIT rate equals national average.

Data used:


Total population of Poland in 1996
38,614,104

Total population of Warsaw powiat in 1996
1,632,534

Total PIT collected nationwide in 1996
31,848,477,276

Total PIT collected in Warsaw powiat in 1996
3,162,517,235

Calculations:

Average powiat per capita expenditure needs
258.97

Total PIT to be collected in Warsaw powiat in 1998
3,953,146,544

Per capita PIT collection in Warsaw powiat
2,421.48

Share of the PIT collected in Warsaw powiat equal to 259
10.69%

PIT Supplement needed in Warsaw to yield 259
1.73%

Distribution:

Number of powiats in which the above PIT supplement will finance:


less than 50% of their per capita expenditure needs
310


less than 25% of their per capita expenditure needs
59

Number of powiats in which the 1,5% PIT supplement will finance:


less than 50% of their per capita expenditure needs
332


 less than 25% of their per capita expenditure needs
125


SCENARIO 7
PIT supplement sufficient to cover 50% of expenditures for 50% of powiats


Assumptions:


1.
Total powiat expenditures in 1998 (z.)
10,000,000,000

2.
Effective average national PIT rate 1998 equals the 1996 rate
16.20%

3.
Increase of the PIT base between 1996 and 1998
25.00%

4.
All powiats per capita expenditures equal national average.

5.
All powiats effective PIT rate equals national average.

Data used:

Total population of Poland in 1996
38,614,104

Total population of Gorzów Wielkopolski powiat in 1996
61,761

Total PIT collected nationwide in 1996 (z.)
31,848,477,276

PIT collected in Gorzów Wielkopolski in 1996 (z.)
37,515,212

Calculations:

Average powiat per capita expenditure needs
258.97

Half of the above
129.49

Median powiat with respect to per capita PIT collections
Gorzów Wielkopolski

Per capita PIT collection in the median powiat in 1996
607.43

Per capita PIT to be collected in the median powiat in 1998
759.28

Share of the PIT collected in the median powiat equal to 129,5
17.05%

PIT Supplement needed for 50% of powiats to collect at least 129,5
2.76%

Distribution:

Number of powiats in which the above PIT supplement will finance:


less than 50% of their per capita expenditure needs
178


less than 25% of their per capita expenditure needs
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