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FOREWORD
 

As part of a growing concern with fiscal operations in the Third
 
World there is a growing body of fiscal studies of local governments in
 
developing countries. For the most part, these studies have been con
cerned with the finance of large cities, particularly national capitals.
 
In this paper the author addresses issues of fiscal decentralization in
 
Peru from the point of view of the revenue potential of smaller outlying
 
governments, namely provinces and districts. The analysis is built in
 
large measure on data and information collected on site in a variety of
 
slmall, isolated local governments. The paper's focus is on the fiscal
 
adequacy of local revenue systems but it includes consideration of closely
 
related budgeting and administrative Issues. It also provides an analysis
 
of some of the most serious problems which confront local revenue adminis
tration as well as programs designed to facilitate fiscal self-sufficiency
 
of local governments. The paper sets out recommendations for changes in
 
the tax structure and for administrative reform which would enhance the
 
revenue-raising potential of local governments.
 

This paper is one olF a series devoted to questions of local government
 
finance in developing countries. It, Uike most of the work represented in
 
the series, has been carried out under the Local Revenue Administration
 
Protect of the Metropolitan Studies Program, through a Cooperative Agreement
 
with the United States Agency for International Develcpment.
 

A Spanish version of this paper entitled "Evaluaci6n Preliminar de
 
las Finanzas Municipales en el Peru" is also available from the Local
 
Revenue Administration Project. A full list of titles available under
 
the Peru project is appended to this Report.
 

David Greytak is a Professor of Economics and a Senior Research
 
Associate in the Metropolitan Studies Program in The Haxwell School at
 
Syracuse University.
 

David J. Robinson
 
Associate Professor
 

of Geography;
 
Director, Peru Project
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I. INTRODUCTION
 

The purpose of this report is three-fold: first to present- a brief 

overview of the system of local government finances in Peru; second to 

consider some of the strengths and weaknesses imbedded in the operation of 

that system; and third, to indicate some specific policy direction which, 

if pursued, would likely enhance the potential and operations of the local 

government fiscal system In Peru. 

This report consists of four parts. The remainder of this part 

presents the background and a synthesis of many of the cc.siderattons, 

observations and evaluations arising out of this effort. Part II examines 

some recent trends in Peruvian local government finances and provides 

comparisons with other developing countries. Part II consists of am 

evaluation of the major sources of revenues controlled by district 

government. Part IV. concerned with management and admini:itration, focuses 

on budgeting and management. Where appropriate, possible -policy directions 

are identified. 

Background
 

ObJective and Method
 

This report was prepared following a series of on-sit4 visits during a
 

brief stay in Peru, March 9 to 21, 1981. The objective of the trip was to
 

undertake an initiil assessment of (a)the availability of local government
 

budgetary data, in particular revenue and axpenditure data, (b) the
 

budgetary practices and capabilities of district and provincial governments
 

and (c) fiscal circumstances of local governments. It was originally
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anticipated that this two-week trip would involve on-site visits to
 

district governments, provincial capital district governments in the
 

departments of Cajamarca and Junin, and to various central government 

agencies and offices in Lima. The rains precluded travel to Junin, 

necessitated an extention of the stay in Cajamarca and reduced the time 

availbble for research in the central. offices in Lima. Copies of a brief 

report prepared at the end of the trip at the request of the project 

director are contained in the Appendix. 

Interviews were undertadken and some assorted data were collected from 

three provincial capital districts (Celendin, Cajabamba and Cajamarca) and 

three o,tlying districts (3ose ',sl'ves and Sucre in Celendin and San Marcos 

In Cajamarca). Hayors, secretaries, treasurers and/or accountants were 

asked about budgetary practices ard revenue and expenditure performance. 

They were queried about their districts or provinces as,' "htat they knew of 

other districts or provinces. In ever! instance we were tripressed by the 

good will and cooperation of all the officials interviewed. They deserve, 

and we offer them, many thanks for the generous provision of their time and
 

their conscious efforts. The major Impressions derived from the interviews
 

are presented in what follows. It must be emihssized that they are based
 

on a selected set of local governments. They should be verified, amplified
 

and/or amended by additional study. However, it -,ould also bt noted that
 

the impressions from the work in the province are consistent with
 

information provided by central government officittlo ln Lima. 

1Some parts of the End of Trip Report have been Incorporated in this 
document.
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Preliminary Observations
 

In the areas visited there exists marked differences in the level of
 

budgetary technical expertise. The background and training of personnel
 

and the overall quality of practices are generally better in the larger
 

districts. In smaller outlying districts it is often the case that budgets
 

are the responsibility of the Mayor or his secretary if he has one. In
 

these small areas there is an acute awareness of the lack of budget and
 

accounting expertise. Larger districts are often served by an accountant
 

although in many instances they may have little formal training for the 

position. In the largest area visited, the staff appear to be ample and 

capable. Perhaps because of the differences in local government personnel, 

there are i variety of budgetary anO fiscal practices in effect and the 

reporting and monitoring of them is uneven and In some, perhaps many-areas, 

weak. 

All local governments seem to feel that they lack the resources to do
 

much more thn maintain their current level of services. With few
 

exceptions, all felt that they have little, if any, autonomy in matters
 

related to raising revenues on service provisions.
 

These impressions and the evaluation and analysis to follow, tentative
 

as they must be, imply that there is ample room for improvement in the
 

fiscal circumstances of the districts and provinces in Peru. It would seem
 

that the improvement of accounting expertise in local government, some
 

alterations in the structure of the property tax (provision and application
 

of effective evaluation and payment mechanisms and effective sanctions
 

alainst delinquencies), more consistent accounting and reporting practices
 

and some alternatives in the intergovernmental aid system would greatly
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enhance the operation and effectiveness of the local government fiscal 

structure in Peru. The accomplishment of the policy initiatives indicated 

in this report will likely require the central government to intervene in 

areas where it has not been active, or expand its influence where Its 

operation. has not been fully effective. The simple reality is that
 

decentralization can proceed and be effective only when it is grounded in a
 

solid foundation of central government support.
 

Synthetic Review
 

This report is focused on the existing system of local government-

primarily districts and provincial capitals--in Peru. It begins with an 

overview of the recent government finances which highlight three important 

facts: (1) the public sector in Peru is a highly centralized one in which
 

local governments have played a minor role by any standards; (2) local 

government's place in the public sector has been shrinking; and (3) the 

amounts of real resources channeled through the country's district 

governments has declined absolutely and markedly. 

The evaluation of the fiscal operations of local government contained 

herein is far from comprehensive. It was not intended to be so. Rather, 

in a limited context with resources which turned out to be even less than 

promised, this effort has raised a number of serious issues about the 

possibilities for greater local government participation in Peru's program 

of decentralized development. The brevity of this undertaking dictated 

that many important aspects of local government operations could not be 

evaluated and that those that are considered have been treated in something 
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less than a complete manner. 
There remains much to be done 
to complete the
 
basic Information necessary as a guide to sound planning and public policy.
 

Primarily, the 
 considerations 
 here have 
 been focused on
 
intergovernmental relations, property taxation and district admintitration.
 
Some of 
%he problems considered are structural, some are operational, none
 
seem to be intractable. 
 But just as decentralized development is a
 
long-term strategy, efforts to 
improve local governments and to mobilize
 

their efforts will also take tine.
 

Budget Data
 

A basic knowl edge of 
revenue 
raising capacity and tax efforts 
is an
 
eseential elemciL of any strategy to 
Improve local government operations.
 
it Is all the more important In a country like Peru where the 
resources
 
that the central government can make available 
are so limited that It Is
 
just not possible to provide what would be desired for all districts. The
 
success of the decentralized development 
thus depends crucially on the
 
central government's ability to channel resources and allocate its aids to
 
those areas and activities 
which will most effectively enhance and
 
reinforce local participation in the decentralization effort. 
But this can
 
be done only if accurate information about the scope and nature of district
 
activities and capacities is collected and made available in usable form.
 
Most frequently, the budget and accounting records of local governments are
 
the sources of such information. 
 The Ministry of Finance (MOP) recognize$
 
the importance of having such data and is pursuing efforts to collect it.
 

The primary shortcomings of the local government budget data are that
 
it is Incomplete and 
imch of what is available is difficult to interpret
 
because budgetary reporting procedures are not always condistent. On the
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first count, it should be noted that the MOF has initiated efforts to 

regularize at least the collection of annual budgetary information. Its
 

effcrts, however, are hampered by the fact that they essentially must rely 

on the voluntary compliance of local officials for whom the fruits of such 

endeavors are not obvious. That the MOF efforts have been as successful as
 

they have is probably indicative of a basic professionalism on the part of
 

the vast majority of district administrators and their willingness to lend
 

their efforts to the strengthening of the local government system.
 

However, this activity must be expanded and strengthened if there is
 

to be any hope of moving beyond the deficiency of a system of voluntary 

requirements. This could be accomrlished by a strengthening of the current
 

data collection activities of the MOF. There are other institutions which
 

have been charged with the collection of the same type of data, i.e., 

National Planning Institute, Controller General and the Ministry of the 

Interior. It would seem, however, that the MOP would be the appropriate 

place to house this task .for, as part of its responsibility as the nation's 

accountant, it has the obligation to collect expenditure and revenue data 

from all governmental units.
 

With regards to the consistency of budget data, it should be noted 

that while the production of national accounts as well as decentralized 

planning may be served by comprehensive data, it cannot be said that the 

data which is currently reported by local governments is wholly sufficient 

to any of these tasks. As will be indicated in what follows, there are 

several difficultice in the existing budget reporting system. In part, 

this can be attributed to the tact that revenue collection procedures
 

differ among the provinces. In part, it results from procedural
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differences in the way provincial capitals channel aid funds to the 

districts. These cause problems that should be remedied for, as things now 

stand. much of what is reported is misleading. Certainly with some greater 

care and explanation of basic classification and accounting procedures, 

local government budgeting and reporting could be greatly improved. It 

would seem that the place to start is in the provincial capital as the 

provincial treasurers have a pivotal role both as the provinces' principal 

fiscal officer and in their capacity as advisor to the districts. One way 

to leverage that position to improve the administrative capacity in the 

districtF would be the generalized use of integrated budgets. But this may 

work only if the provincial government can provide the direction and 

guidance to districts. Success would also depend on the existence of a 

nechaniam to encourage careful accounting. The means to achieve this may
 

be easily available If there were an su iting requirement as a prerequisite
 

to the distribution of funds from provincial capitals to the districts.
 

Be that as it may, the importance of a strong and accurate reporting
 

system extends beyond the usual accounting purposes. It simply is the best
 

source of a large part of the information that is prerequisite to the type
 

of serious planning which must underlie any attempt to integrate local
 

governments in a decentralized program of investment in the nation's
 

infrastructure. Moreover, it would be a primary source of the data
 

necessary for any future evaluation of the ongoing attempts to enhance
 

resource mobilization through local governments. But efforts to
 

decentralize the selection of sites for public infrastructure investments
 

are in process. Thus. the need for the information necessary to judge the
 

capacity and efforts of local governments is immediate and urgent. These
 



needs could be accoimodated by an initial comprehensive evaluacion of local 

government revenue raising capacity and tax effort. T-is too, would 

necessarily add to what at this point in time must be considered a 

deficient understanding of the factors governing local government
 

operations.
 

Interovernmental kids
 

One factor whose effect on local governments has not been given its 

dues is Intergovernmental aid. The general conception ie that the 

districts are greatly dependent on aids both from the central government 

and the provincial capitals. Regretfully, the way that local governments 

classify their revenues makes difficult even a rough measure of their 

dependence on central government support of their current operations. What
 

is certain is that district government operations are affected by that aie
 

but just how and why is uncertain and it appears to be independent of the 

central government's intent for providing operational aid. As no detailed 

study of the impact of Intergovernmental aid in Peru has been undertaken, 

its impact can only be surmised. 

In fact. many districts are uncertain about the nature, purpose, and 

amounts of central governmental aids they may receive. If anything, their 

view is that, while the central government and its agencies may be 

responsible for major investment projects, the provincial capitals are must 

more likely to be the source of funds to support their day-to-day 

operational expenditures. Moreover, the districts, as well as the 

provincial capital, appear to consider this type of aid as simple general 

fund support. If they do . then it could be expected that the impact of 

intergovernmental aid on local resource mobilization would be much like 
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that which studies of other countries have established. That is, general 

fund aid probably reduces tax efforts and increases employment levels and 

-wage costs as -much or more as it entices local revenue mobilization or 

service level increases. Certainly these are not desirable outcomes in a 

country intent on encouraging local revenue mobilization. What would have 

to be changed in order for intergovernmental aid to stimulate local 

government revenue mobilization cannot be explicitly stated, at it is not 

kntwn exactly how the current system affects their operations. What can be 

said for sure is that it Is possible to design systems which could provide 

the positive Incentiver to activate greater local initiatives. It would 

seem that any serious attempts to stimulate local initiatives dictates that 

a factor as important as intergovernmental aid in Peru be leveraged to its 

maximum advantage. A first step towards this goal is an evaluation of 

existing intergovernmental aid programs. A necessary element of this must
 

be a careful examination of their Impact on local government operations. 

Such an assessment should be of first priority in Peru's program of fiscal
 

decentralization. The next step would be to consider the aid
types of 


programs which could be designed to enhance local revenue mobilization.
 

It should be noted that part and parcel of a system designed for 

specific purposes, is the need to monitor its implementation. If the 

intent is to enhance local revenue mobilization, i.e., increase tax effort,
 

then there must be a means to measure success. As this is generally
 

accomplished with the types of information regularly collected by local
 

governments, i.e., tax collection, all the more reason for concern with the
 

budgetary and accounting operations of local governments and the collection
 

of budgetary information.
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Local Government Investment
 

Given the current environment, the ability of district governments to 

mobilize resources to contribute to the program of decentralized planning 

and investment is greatly limited. In part, this is due to their limited 

revenues. 

To some, sel-f-iinancing investments are seen as the means of 

circumventing this constraint. But increasingly, it is becoming clear that 

a successful program of local goverment self-financing investments is 

difficult to achieve. Setting user charges at cost recovery rates Is not 

always an easy matter. But more importantly, there is n3ways the issue of 

for what should user charges be charged. In many cases, e.g., water And 

electricity, there are very efficient ways to meter use. However, their 

cost may be prohibitive. There are alternatives which seem to work in 

other places. Commonly, user charges are determined in relation to the use
 

and value of property serviced. This is an easily implemented method 

particularly in urban areas hut for obvious reasons It works beet where
 

there is well functioning property tax. Regretfully, the necessary
 

development of property cadastres for effective property taxatio-, let
 

alone for other purposes, is yet to be initiated, let alone achieved.
 

But increasing local reirenues alone will not likely enhance districts' 

investment activities. This follows from a perception they have wt.icti 

though not wholely inaccurate, is widely held. That is that revenues which 

are not spent in one year must be carrded over and spent the following 

year. /Any such inclination to spend rather than save is enhanced by the 

fact that local governments have little experience with the banking sector. 

In fact, for most local goernments there is no advantage in attempting to 



accumulate saving funds simply because there is little compensation for the 

loss in purchasing due to inflation. This is not to say that there is no 

possibility of enticing local governments to build up stocks of savings 

which could be used as the counterpart funds on down-payments generally 

associated with long-term investment. But it is unlikely that such
 

behavior will spontaneously evolve in the foreseeable future.
 

That local governments have not been ititegrated into the banking 

system is not unusual in developing '.ountriee. In fact, where local 

governments have developed banking relations they have done so primarily as 

a result of the establishment of an institution developed primarily to 

cater to their needs. There are a variety of such institutions in Latin 

America. The benefits to developing a municipal.development bank in Peru 

would probably be substantial. Just how it should be developed, 

capitalized and what its span of operation should be, are difficult 

questions. lhe experience of municipal banks in other countries has been 

varied. But there has been no systeatic evaluation which could help 

identify how best to structure the operations and efforts of such a bank. 

This is not to say that Peru should reject this possibility. Rather it is 

to call for care in the consideration of the possible range of activities, 

responsibilities, organizational forms and program structures which could 

be operationalized in the form of a municipal development bank. Equally, 

it should be emphasized that the organization of such a bank should not be 

undertaken without due consideration of the needs and more Importantly, the 

capacity of the local governments. That such knowledge cannot be said to 

exist in Peru is just reason for caution but not for lack of action. The 

first step would seem to be a careful assessment of the fiscal 



12
 

ircumstance, capacities and needs of Peru's district governments. Equally 

important, there should be due consideration as to the role local 

governments might play in the capitalization of such a bank. 

The Property Tax 

One factor which greatly hampers any attempts to enlarge the role of 

local governments in Peru is the property tax. In most advanced countries 

and in many developing countries, it is tonsidered as a basic revenue 

source. Generally in Peru it has not been very productive. Its potential 

as a revenue base for local governments ts greatly limited by its current 

structure. Property rolls and evaluations are less than complete and
 

collection procedures are deficient. Moreover, the basic tax structure and
 

the way it is administeree confronts property owners with both the
 

opportunity and incentive to evade taxation. Perhaps more importantly,
 

there is little or no reason for the districts outside of the provincial 

capitalo to lend any efforts to the cause of Irnproving the operation of the 

tax. 

It is unlikely that collection efficiency or the revenue productivity 

will improve without some alteration of the basic structure and operation 

of the property tax. To be sure, an overhaul of the property tax is no 

minor undertaking. But it ts one that should be initiated. As has been 

demonstrated in many other countries, Improvement in the property tax can 

pave the way for a significant upgrading in the activities of local
 

governments. In part, improved property taxation can provide the funds to
 

expand servict levels and to invest In public infrastructure. It also has
 

been known to enhanc,! the operation of other revenue sources. For example,
 

it is not uncomon for some user fees, e.gt., electricity and water rates to
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be levied in relation to the development and use of property. The property
 

inventories that are a part of effective property taxation have. in other
 

countries, e.g., Honduras, had the important side product of identifying
 

the full range of taxpayers for other local taxes, e.g., business license
 

taxes. Beyond these is the fact that increased values of property are a
 

sure accompaniment to economic growth. When local governments can tap this
 

growth, they are much more likely to be able to accumulate the collateral
 

necessary for developmental investments.
 

Many elements of the basic machinery for a well functioning property
 

tax are in place in Peru. Vhat is needed most is a more efficient mode of
 

collection. To be sure, this is an endeavor which could be accomplished
 

without great expense.
 

The Role of Provincial Capitals
 

Provincial capitals play a major role in Peru's system of local
 

governments. The use of integrated budgeting has recently reinforced their
 

pivotal role as the fiscal seat of the provinces. Perhaps of even greater
 

import in the fact that the districts look to their provincial capitals for
 

direction and assistance. Because of this, it may just be that the fulcrum
 

to leverage greater district participation in the program of decentralized
 

development is housed in the provincial capitals.
 

As they operate now, provincial capitals generally do not make
 

effective use of that leveo:age. Indeed, there have been little incentive
 

for them to do so. Rather, they operate in a system which provides neither
 

the mechanism nor the incentive for improved districts' administration.
 

However, it is iikely that with some significant but not monumental
 

alteration in the structure of the property tax and in the program of
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central goverment aid to local governments, provincial capitaln could 

effectively be the vehicle for the mobilization of district governments. 

But there must be some mechanism to encourage capital districts' 

undertaking of an expanded role. In many countries, the distribution of 

central government aid has effectively served the purpose. It could do the 

same in Peru. For example, distributing to the provincial capital soime 

part of central government aid in relation to tax effort and collection 

efficiency in the province as a whole, would likely spur substantial 

Improvements.
 



II. TRENDS IN THE PUBLIC SECTOR
 

Preliminary Considerations
 

The system of government finance in Peru is a highly centralized one 

In which the central government collects most of the revenues and does most
 

of the spending (i.e., 96 percent in 1979). Within the central government
 

there are a number of separate ministries and public enterprises which have
 

hnd the major responsibilities for the planning and provision of basic
 

services both within the urban areas and in the outlying and rural areav of
 

the country. Historically, local governments have at least titularly
 

shared come of these responsibilities, and presumably they will participate
 

more in the future.
 

Local government in Peru consists of throe levels: Departments ubich
 

are divided into provinces which in turn are composed of districts. Tn
 

all, there are 24 departments (including the constitution province of
 

Callao) 113 provinces nnd 930 districts. Each province has a enpital
 

district arid the departmental government is located usually in the capital
 

district of the principle province. With few exceptions, the districts.and
 

provinces, like the departments, are primarily rural in nature.
 

Each of the three levels of local government have had some 

responsibilities for the provision of public services, but the provinces 

and the districts, historically, have been the more important. The 

direction of the current intent on decentralized development ts to expand 

the range of local government investment and operations, particularly in 

1Cuentas Nacionales do1 PaU, Ofictno Nacional do Estadistica,
 
Direceitn General de Cuentas Nacionales, Lips Peru, 1980.
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such basic services, as water, sewage and sanitation, roads, public benltr 

and electricity, as well as others. Historically, local goveraiert., 

contribution to the development of public infrastructure has been qult, 

small (see Table 1). Moreover, it has been dwit.dling while the level " 

central government and public enterprise investment has Increased rp~iit. 

markedly. In fact, the Investment activity of local governments, oltouii., 

to less than 1 percent of the capital spending of either the genepr;, 

government or of the public tnterprises. Clearly, the level of investvrit
 

undertaken by local governments will have to increase many-fold before th.'
 

could claimanythlng more titan a token partnership in public investrment.
 

It could be argued that the snall amount of investment simply ret ,cf.:

n lock of opportunity or interest of loctl. joverntments in developivnw. putblf 

infrastructure. The evidence, however, does not support such a cnrtentio. 

In their bu4get proposals, local govercnents have geiterally petitioned 

and been authorized to undex take' investment spending it Ai :;, 

significantly higher than they actually Accomplish (see Table 2). ,'.. 

more stirring is the fact that local Covernmenti' ability to accoum.li'l, "-, 

invectment plans has consistently declined and by the end of the l97.. thv.,
 

were accomplishing less than half of the then authorized spen, ti. 

Clearly, there is something impedinp local governments' ability tc renlf.le 

their investment ; 'is. 

A step toward alteration of this setting has been the New Municipal 

Law. It calls for the establishment of a system of infrastructure plr.ating 

which Involves the coordinated action of the central government ministrie.,, 

departmental planning groups, and local. governments. The intent is to) 
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TABLE 1 

GROSS GOVERNMENT CAPITAL FORMATION
 
(millions of Solas)
 

General Public Local 
Government Enterprise Government 

a
1975/76 14,897 a 29,948 19078 

1977 25,398 31,269 731 

1979 65,560 75,976 399 

%ean of 	 1975 and 1976 

SOURCE: 	 Cuentas tacionales del Peru. Oficina Nactonal.
 
de Estadut1ca.,fltreccin General de Cuentas 118cini.-,
 
Lima, Perd, various year.
 



TABLE 2
 

AUTHORIZED AND ACTUAL LOCAL GOVERNKM44 CAPITAL
 
INVESThUT SPEN4DIHG 
(thousands of soles) 

Authorized 

1975/76 1,450,000 

1977 19133,053 

1979 812,038 

Actual 


1,078,000 


730,683 


398,731 


Authorized
 
Not 

Undertaken 


372,000 


402,370 


413,307 


D4: foronce
 

74.3
 

64.5
 

50.9
 

SOURCE: Cuentas Nacienales del Perg, Oficina Nacional de Estadtstica, 
Di'recctn General de Cuentas Nacionales, Lima, Perd, various years. 



enhance the role. played by district governments in the development of
 

infrastructure.
 

But, as has been indicated, it is not a lack of projects nor the
 

authority to undertake them which has held back local government
 

investments. If it is not for want of opportunity, what, then, can account
 

for the decline in capital investments? One could develop a variety of
 

hypotheses but the general inclination ts to assume that the revenue
 

raising and administrative capacities of district goveriments have been the
 

principle obstacles to their contribution to the expansion of the nation's
 

public infrastructure.
 

It is much too soon to say whether broad based infrastructure planning 

and improved Intergovernmental coordination will enhance the ability of 

local povernment to actually accomplish their intended investments. But 

ever, if local governments expand their investment activities, the 

districts' limited administrative and revenue raining capacities give rise 

to a rather difficult question which may be of primary importance. If the 

types and levels of service provided by the districts are expanded, how
 

will they obtain the resources needed to cover the recurrent costs of their
 

operations, maintenance and repair and to support a growing general
 

government administration? Simply stated, the question is whether local
 

governments will be able to support a program of additional activities over
 

the long haul. The analysia which will be presented leads to the
 

conclusion that the circumstance in which local governments operate will
 

likely mitigate the effective participation of most district governments in
 

the expansion of the local government sector.
 



20
 

Centralization of the Public Sector
 

The 19709 began as a period of relatively moderate growth in the 

Peruvian public sector (Table 3). For the first four years, total 

government expenditures increased at annual rates slightly below 20 

percent. The year 1075 marked the beginning of a period of rapid growth 

during which annual public expenditure. Increments generally exceed 30 

p'reenr and were as bigh as 60 percent (1976-77). Although it would seem 

tha.r rtch subetarnrial. growth in government expenditures would ignal a 

.rw.t;y irport~ir.ce cf the public sector, that t not the case. The fact is 

tsilt during the qvenles, the government sector grew at a rate 

cE.'I t.n~trntn with that of the economy as a whole. The result was that the 

:,.r'ent' :~:I.-re of the cconomy in 1979 (13.7 percent) was about the same 

had been 3970.1:.: c in 

The grwrl ot the local government sector parallels that of the total 

sovt:'ueie .3etor; rdest increases between 1970-74 with major increments 

in te lnttor half ,kf the decade (see Table 3). Rowever, between 1970 and 

1978, the -rowth o, the local. governments lagged behind that of the overall
 

governmenr. tiector. By the end of the decade, the share of local government
 

In the public se-tor had declined by 15 percent (i.e., from 4.32 to 3.65
 

percent) ond tW., despite a doubling of local expenditures betueen 1978
 

And 191c'. Tts. the decade of the 70a was one of substantial 

centrallation in the public sector and a decline in the relative 

tmportace of Local government in the economy as a whole.
 

1Cuenta Nacionales del Peru. Oficina Nacional de Estadistica, 
Direfelon General de Cuentas Nacionales, Lima, Pert, 1980. p. 115. 
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TABLE 3
 

TRYNDS IN PERUVIAN GOVERNMENTa EXPENDITURES:
 
1970-1979
 

(1) (2) Local as 
Total Local Percent of 

Total Government Government Total 
Year (millions of Soles) (Millions of Soles) Government 

1970 30,372 1,312 4.32 
1971 34,672 1,489 4.29 
1972 40s776 1,701 4.17 
1973 48,407 1,904 3.93 
1974 57,121 2,164 3.79 

1975 81,752 2,727 3.34 
1976 107,838 3,165 2.93 
1977 173,495 5,043 2.91 
1978 225,515 6,061 2.69 
1979 346,382 12,627 3.65 

aFinal consumption expenditure.
 

SOURCE: 	 Cuentas Nacionales del Peru, Oficina Nacional de Estadietica,
 
Direcci6n General de CuentAs Nacionales, Lima, Peru, 1980, p. 115.
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Increasing Local Government Dependence on Intergovernmental Transfers
 

At least during the latter part of the decade, the centralization of 

Peru's public sector has been accompanied by another trend. In 1975-76 

transfers to local government accounted for about 17 percent of local 

spending. By 1979, the ratio of transfers to local expenditures had 

increased markedly, i.e., to 34 percent,1 Thus, at the same time as their 

relative importance was declining, local governments were becoming 

increasingly dependent on Intergovernmental transfers. Thus, the picture 

presented by these data is one of diminishing importance of local
 

governments and their growing dependence on the central goveTnuent.
 

The Declining Local Sector
 

In a much more significant way, the experience of local government has
 

importance which eytends beyond its position relative to the central
 

government. Simply stated, the relative decline in the local sector calls
 

to question the ability of subnational government units to maintain the
 

service levels they have provided, let alone expand them to accommodate
 

their growing populations. In one sense it appears that because local
 

government expenditures have increased so much faster than population that
 

per capita local spending has increased consistently and rather markedly
 

for the period as a whole (Table 4). However, when expenditure levels are
 

adjusted for Inflation, the picture is much less bright. For most of the
 

These percentages calculated from data presented in Cuenta Ceneral de
 
la Republica, Vol. 5, Cobierno Local. Ministorto de Economfa y FMnansas,
 
Directifn General de Contabilidad, 1975-76 and 1979.
 



TABLE 4 

TRENDS IN PERUVIAN LOCAL GOVERB1IKT EXPENDITURE GRO6hTIr 

(1) 

Real Local 
Government 
Expenditures 
(in thousands) 

(2) 

Per Capita 
Local 

Expenditures 

(3) 

Percentage 
Increase in 
Per Capita 

Expenditures 

(4) 

Real 
Per Capita 
Expenditures 

(5) 
Percent 
Increase 

In Real Per 
Capita 

Expenditures 

1970 
1971 
1972 
1973 
1974 

1,644,900 
1,747,850 
1,865,880 
1,904,000 
1,851,630 

97.57 
107.66 
119.59 
130.16 
143.85 

--

10.34% 
11.08 
8.84 
10.52 

122.33 
126.38 
130.97 
130.16 
123.09 

3.31% 
3.63 
-0.62 
-5.43 

1975 
1976 

1977 
1978 
1979 

1,887,200 
1,640,830 

1,893,870 
1,442,000 
1,791,420 

176.28 
198.28 

308.70 
360.36 
730.18 

22.54 
12.87 

54.86 
16.89 
102.63 

121.99 
103.15 

115.78 
85.73 
103.59 

-0.89 
-15.44 

12.24. 
-25.95 
20.83 

SOURCE: Cuentas Nacionales del Peru, Oficina National de Estadistica, Direccion General de 
Cuentas Nacionales, Lima, Peru, 1980, p. 115. 
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seventies the price level increased more rapidly than both the level of per 

capita and total local government expenditures and in manylyears, much more 

so. In factp it was only the doubling of per capita expenditures betweevt 

1978 and 1979 which stemmed the tide of a decade of continual annual 

declines in the real level of per capita spending on the part of local 

governmetiis (Table 4). Be that as it may, it is still the case that the 

amount of real resources which local governments were able to allocate to 

their constituents declined (from 122.33 to 103.50 soles) by a full 15 

percent during the decade. And this occurred despite and above noted
 

growth in intergovernmental transfers.
 

Local Government Revenue Sources
 

The above noted increasing dependence of local government on 

intergovernmental transfers during the latter part of the 1970s was not the
 

only change in their reliance on various revenue sources (Table 5). As the
 

data indicate, with one exception (sales of goods and services) the prowing
 

dependence of local government on transfers was accompanied by a declining
 

importance of most other revenue sources. In particular, the contribution
 

of revenues from user charges and from other own source income (essentially
 

taxes) to local government coffers have decreased markedly, It would see 

that the logic iavolved in the calculation of proportions would dictate
 

that the importance of at least some, if not all, local government own 

revenue sources would fall whenever one item increased to the extent that
 

transfers did during the 1970s. However, such logic is misleading for it 

ignores the fact that the importance of any source depends on growth in 

revenues derived from it as well as the increase in revenues from other 
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TABLE 5 

LOCAL GOVERNMENT DEPENDENCE ON VARIOUS
 
REVENUE SOURCES: 1975-76 AND 1979
 

1975/76 1979
 

Taxes 18.451
 

User Chargers 23.85% 18.08
-

Sales of Goods & Services 8.97 11.96 

Fines .93 1.34 

Current Transfers 17.70 32.82 

Other Own Source Income 32.23 26.31 

Balance Carryover 10.20 6.56 

Debt 4.84 0.10 

Totala 100.00 100.00
 

"Total includes items not shovn separately. 

SOURCE: Cuentas Nacionales del Perg, Oficina Nacional 
De Estadfstica, DireciT5eneral de Cuentas 
Nacionslea, Lima, PerU, 1980. 
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sources. Simply stated, if local governments had increased their taxes,
 

user charges, etc.. at rates comnensurate with the growth in their income
 

from transfer., their dependence on own source revenues and on transfers
 

would not have been altered. But they did not.
 

One popular notion throughout the world is that when transfer payments
 

increase, local governments use them rather than locally raised revenues to
 

increase the levels of eisting services and/or add new ones.1 The growing
 

importance of transfer Income to Peruvian local governments and the fact
 

that the real value of all resources channeled through local governments
 

were the same in 1979 as In 1973 (Table 4) would seem to be consistent with
 

such an explanation. Certainly there Is nothing in the recent experience
 

of Peruvian local government finance which would Indicate that the
 

Intergovernmental grants and transfers have elicited any overall increase
 

in tax efforts or have qtimulated local revenue raising efforts.
 

In fact, simple substitution of transfers for locally raised revenues
 

would imply at least constant levels of spending. But local governments
 

did not keep up their spending levels. In fact, in real terms, per capita
 

expenditures by local government generally declined throughout the 1970s.
 

Obviously, without the sizable growth in transfers, real local government
 

spending per capita would have declined even more than it actually did.
 

This would seem to imply two possibilities. The first is that local
 

government revenue systems are structured in a way which makes them
 

1For discussion of this issue, see Richard Bird, "intergovernmental
 
Fiscal Relations in Developing Countries#" World Bank Staff Working Paper
 
No. 304 (Washington, D.C.:. The World Bank, October 1978). p. 30.
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unresponsive to population and economic growth. The other is that the 

structure of the intergovernmental system is such that it induces local 

governments to reduce their own revenue taising efforts. 

In truth it is highly probable that elements of both of these
 

possibilities have been operative. How thy have been, why they have been
 

and where they have been are extremely important questions, for their
 

answers are the guides to effective public policy. For example, -.f the
 

transfer system does lead to a reduction of local revenue raising efforts,
 

then it can be restructured and it is possible to do so in a way which can
 

elicit rather than retard local government revenue raising efforts.
 

Alternatively, if local revenue structures are unresponsive to the needs of 

growing populations, they too can be restrictured so as to be more 

productive. But the cure must be tailored to the malady and the cure for 

one is almost certainly not tile cure for the other. Regretfully, a full 

consideration of the possibilities is beyond the scope of this paper, but 

the consideration in later sections will provide som guides to policy. 

Still, what is evident at this point is that the local government revenue 

system is deficient end will probably not be able to provide the resources 

necessary even to eain current service levels let alone add to them. 

Fqually clear is the need for a systematic evaluation of the revenue 

productivity of the local revenue raising system in Peru.
 

Comparisons With Other Developing Areas
 

Fiscal Decentralization 

While the foregoing has cone-dered the position of local governments, 

it has given no idea as to how the Peruvian situation compares with other 
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developing countries. Detailed comparisons are not possible as the data on 

local government finances in developing areas ts scant and difficult to 

come by. However, with the data which is available it is possible to see 

how the Peruvian local government situation differs from that of its 

neighbors and developing countries in other parts of the world as wll. 

Turning first to the Issue of fiscal centralization, the most
 

cc iprehensive available information on the Importance of local governments
 

has been gathered by W.S. Kee. ber a sample of 45 developing countries, he
 

found that on the average, subnational goverments account for about 24
 

percent of total government expenditures (Table 6). His data also show
 

that there exists vide latitude in the role for local goverments in
 

national fiscal systems and that in many countries a substantial amnt of
 

fiscal decentralization exists. In sevabral countries, local governments
 

have played the dominant role, however, in most, the central governent has
 

been the rnaor partner. Still. the fact ts that even where the central
 

government has had major spending responsibilities, local government roles
 

differ widely.
 

Given the limited spend4 ti,on the part of local governments tn Pem.
 

its fiscal system can only be characterized as highly centralized. There
 

are a number of countries which are similarly situated but few of these are
 

Latin American. In fact, Peru appears to have one of the most centralized
 

fiscal systems in LatCn America and to the extent that the data in Table 6
 

is representative, in the world as well.
 

There ts a general conception that fiscal decentralization accompanies
 

economic growth. On this account, it would be expected that Peru and other
 



TABLE 6
 

SUBRATIOIRAL GOVER3IMET PERCENTAGE SHARE IN TOTAL GOVERNM T
 
CUtRRENT EXPENDITURE, 1968
 
(less developed countries)
 

Countries with Large Sub- Countries ulth Medium Sub- Countries with Small Sub-

national Government Share rational Government Share national Government Share
 

Brazil 65.8 (51.3)a Krea 28.9 (36.9) Malaysia 9.3 
Colombia 54.2 (40 .6 )- Ncar-1 ua 27.7 Rhodesia 8.9
 
Chile (1967) 52.7 Nigeria (1969) 27.4 Panama 8.8
 
India 52.3 yalalasy 25.9 Tunisia 8.2
 
Mexico 47.5 Ireland 21.5 Senegal 7.8
 
Pakistan 44.5 Portugal 21.5 Sierra Leone 6.3
 
Uruguay 44.4 Botsw-ana 20.5 	 FIJ 1 6.2 
Ecuador 41.4 Phiipplres 20.4 Thailand 5.7
 
Venezuela 41.2 Honduras 20.1 Jamaica 5.6
 
South Africa 40.1 Kenya 
 18.9 	 Mauritius 5.5
 
Cisroon 40.0 Trinidad 18.3 Chad 5.3 %D 
El Salvador 39.2 Algeria 14.7 Peru 3.8 
Costa Rica 37.5 Guatemala 13.7 Zaabia 1.8 
Bolivia 37.? 10.9Turkey 	 Svaziland 1.3 

Lesotho 1.2 
Ceylon 0.1 (5.2) 

Median 42.9 	 Median 
 20.5 	 Median 5.7
 

moan 45.6 Average 20.7 	 Average 5.4
 

aFor 1967.
 

SOURCE: 	Woo SIk Kee, "Fiscal Decentralization and Economic Development'; (Washington, D.C.: The World
 
Bank, 1976). mImeo, as cited in J.S. Lian. *Urban Finances in reveloping Countries," Urban
 
Finances: Fueraina Trends. edited by Roy Bahl, in Urban Affairs Annual Review, Vol. 20 
(Beverly HIsi, California: Sage Publications, .981). 
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countrieL similarly mituated would have centralized fiscal system. 

However, many countries whose economies have reached a level similar to 

that of Peru have more decentralized fiscal systems. In particular, the 

fiscal systems of Latin American countries generally appear to be among the 

more decentralized (Table 6). This would sees to imply that 

decentralization may be more pronounced in Latin America than in other 

areas of the world. The fact that neighboring Bolivia and Ecuador as well 

as otts Latin American Countries even less advanced than Peru, e.t., 

Nicaria, have decentralized fiscal systems. would aeen to suggest that 

Peru is out of step with a cultural inclination toward decentralization. 

W1ethor Peru's continued industrialization and urbanization will induce 

greater fiscal decentralization tsa matter of conjecture. That it didn't 

during the 1970s tsa natter of fact (Table 1). 

Dependence on Revenue Sources 

Questions about the relative dependence of local government on various 

revenue sources can be considered only in a very rough fashion, for the 

readily available data is not well suited for the task. The data which ti 

available pertains to lArae cities rather than the whole of the local 

governmant sector. The shortcoming of this data is that nue revenue 

sources are more easily cultivated in cities than in mall urban 

settlements and rural areas. Still, it can be taken as a means of 

c€nsidering what continued urbanization might man for the dependence of 

Peruvian Dist:'icts on various revenue sources. 

Generally, inPeru, loca'. governments raise two of every thrae dollars 

(65.6 percent) they spend from local revenue sources (Table 7). This 

reflects a degree of local dependence on external sources (3'.4 percent) 



l+A#I t" 

c.NtI.% t P".. 
I'Vkf':r?-,GF !-.f1-V T 1 0 ! ! V -'%PF a F R.f.:'E" f 

';T La1;,A. TCLUEXI:N!Tt:FS .M: :;..CF.V¥I CITYI'.S: 

L.ocallv Raisej Revenue kevenue From External Sources 
Total self- Other Total Greats and
 
Local Local Finaclne ?t-cal External Shared Net 

City Year ::evenue Taxes Services Revenue Revenue Taxes pSrrowing Total
 

Franciscown (Botswana) 197" 102.9 4b.5 5.1 .9 1.9 - 4.8 100.0 
!4exieo City (p0exico) 11168 101.9 70. 9 5.2 ;5.A -I. 8.9 -10.8 100.0 
!.aPaz (Bolivia) 1975 97.0 61.9 I.A 31.3 3.0 9.0 - 6.0 100.0 
T,hris (Tusisia) 1972 93.9 36.8 2.1 50.0 6.1 0.7 5.4 100.0 
Kitie (Zambia) 91,15 92.7 35.0 53.1 ,.6 7.3 2.2 5.1 100.0 
Valencia (Vemezuela) 198 0.8 44.9 13.1 "2.6 9.2 9.2 - 100.0 
Lumbumba shi (Zaire) b 972 "#0.5 72.8 --- 17.7 9.5 9.5 -- 100.0 
Rio de Janeiro (Fra7ll) 8' 74.5 6.7 1.7 100.0P.4 7.2 11.A 9.9 
Amadabd (India) 1970/1 86.3 38.6 1.8 5.. 13.7 4.2 9.5 100.0 
Sombay (India) 1970/1 34.6 37.9 38.7 8.0 15.4 1.0 14.4 100.0 
Karachi (Pakistan) 1974/5 S4.1 67.6 2.2 14.3 15.9 2.8 13.1 100.0 
Seoul (Korea) 1971 80.0 30.3 36.3 13.4 19.9 15.8 4.1 100.0 
Jakarta (lI-Aoesia)c 197213 78.8 40.6 15.2 23.0 21.1 21.1 - 00.0 

(il.9) (43.7) (15.2) (23.0) (18.1) (18.1) -- (100.0) 
Lousaka (Zambia' 1972 78.2 39.3 16.9 2.0 21.8 6.0 15.6 100.0 
Cali (Colombia) 1974 74.4 15.6 57.5 1.3 25.7 2.6 22.9 100.0 
Calcutta Corp. (India) 197I4'5 73.8 4.4 --- 9.4 26.2 19.4 6.8 100.0 
rarragena (Colombia) 1972 70.4 23.3 .3.3 3.8 29.6 12.8 16.8 100.0 
uj-"avi (Zaire) 1971 70.2 66.3 --- 2.7 29.q 29.8 - 100.0 

Punila (Philippir,¢s)d 1970 70.0 55.0 I0.0 i.0 30.0 30.0 - 00.0 
Bukaru (Zaire) 1971 69.9 67.4 --- 2.5 30.1 30.1 - 100.0 
,Madras(India) 197516 6).2 54.5 3.7 11.0 30.8 25.1 5.7 100.0 
All Local Cowts. (Peru) 1979 05.6 19.0 18.6 28.0 34.4 -- - 
6n0gta (Colombia) 197i C2.5 13.7 4t.5 0.3 37.3 14.0 23.5 100.0 

C72.41 (23.6) (4,8.5) (0.3) (27.0) (4.1) (23.5) (100.0) 

Tehran (Irn) 1974 !-.9 42.8 --- 4.1 53.1 45.2 7.9 100.0 
Kingston (Jamaica' 1971/2 30.1 23.9 2.7 3.4 69.9 67.2 2.7 100.0 
Kinshasa (Zaire) 1971 26.9 25.4 --- 1.5 f3.1 73.1 -- 100.0 

.edian ;8.6 42.8 7.2 6.7 2i.1 9.5 5.1 100.0 
(76.6) (46.0) f19.31 (11.2) (23.4) (17.7) (5.7) (100.0) 



SJet borrouing ctnsist of. loan financing minus net changes in financial assets or reserves. 

bDue to exclusion of autonomous alencies the contribution of self-finarcinK service revenues and that of all locally 

raised revenues are probably understated. while the resaning entries are overstated. 
0
Fipres not in parenthesis include shared taxes under grants; figures in parenthesis include shared taxes under
 

loci] taxes.
 

dTtal revenu. are used instead of total expenditures.
 

SCURCIE: .1oharnes t.r.n. "Urban Finances in Developirg Ccuntries.." in Crban Government Finance: rginn Trends, edited by 

Roy EahI, Urban Affairs Annmal Revigws, Vol. 20 (lbeerly Hills: Sage Publications, 1.61); amid Cumetas Naciomales 
el Peu, (iOficin N;actional De Fstadistics, Direcetin de Cuentas %mtmiales. 1.1ia. Perd. 1,1. 
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which is substantially greater than the majority of the areas listed in the
 

table. In Peru, local taxes contribute a comparatively small share to
 

expenditures (19 percent) but self financing services (user charges) make
 

an average contribution (18.6 percent) while other revenue sources
 

contribute more to the funding of local expenditures than they do in a
 

large number of cities in developing countries. This would seem to imply
 

that, relative to other developing countries, if local revenue raising
 

efforts are weak in Peru, it can be traced to underutilization of taxes.
 

While it could be argued that this pattern would be different if Peru were
 

more urbanized, the situation in Lima provides no such indication. In the
 

capital province, transfers are less important and the share of
 

expenditures funded from local sources (80.2 percent) is high relative to
 

all local governments in Peru and to the majority of the cities listed in
 

the table as well. The indication is that in Lima, local revenue raising
 

effort has not been deficient. In another regard, however, the pattern in
 

Lima Is much the same as It is for all local governments in Peru. The
 

reliance on local taxes is relatively low (36.0 perceat) while self
 

financing services (25.8 percent) and other revetue sources (18.4 percent)
 

provide comparatively large contributions to the funding of local
 

government expenditures. Once again it appears that the weakness in local
 

governent revenue raising in Peru can be traced to low tax effort. To
 

compensate for this, self financing services and other local revenue
 

sources have been cultivated to a greater extent than is typical in most
 

developing countries. That the dependence on taxes in Lima is much the
 

same as in other local governments in Peru indicates that degree of
 

urbanization would not likely alter the pattern of local government
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under-utilization of taxes as a source of revenues. This being the case, 

there must be something more directly related to the local government 

revenue raising structure which accounts for the underutilization of taxes 

by Peruvian local governments. That is to say that Imbedded in the local 

government revenue raising system is some important weakness in the
 

structure of taxation which has restricted local tax capacity.
 

Finally, givLwn Lima's dominance of the local government sectors, it 

goes without saying that aggregate data probably reflect its operations as 

much or more than all other local governments. Tf this Is the case, and it 

is, then many of the above stated suppositions about Peruvian local 

governmente can be stated more forcefully for those outside of Lima. In 

particular, outside of Lima, local reliance on transfers rust be much 

greater than the national average (34.4 percent) for it is much lower in 

lima (19.8 percent). Conversely, outside of Lime, local reliance on taxes 

must be even lower than the national average (39 percent) for it is so much 

higher in Limai (36 percent). The same can be said for self financing 

services (25.8 percent as 18.6 percent). Alternatively, outside of Lima, 

reliance on other local revenue sources, e.g., fines, sale, rental, must be
 

even larger than indicated by the national average.
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1I1. LOCAL REY-$US
 

On March 16p 1981, the Government of Peru issued the New Municipal 

Law, Decree No. 51. One objective of the "Now Law" was to provide 

municipal governments with access to revenue sources so that they ay 

better be able to service the needs of their constituents. The only real 

contribution of the "New Law" appears to be the combination of sources 

previously available to Provinces and to District councils into a general 

set of municipal (district and provincial) revenue sources. The most
 

prominent modification in the "New Law" Is the resources to be transferred 

to local governments for the purpose of providing decentralized public 

services. The uncertainty of revenue applications makes the extent of "N4ew 

law" impact on the future of local government in Peru difficult to judge. 

There are four major sources from which municipalities can raise
 

current revenues: munlclpal administration taxes, principally property 

taxes, user charcm and fees (tasas), sales of goods and services, and 

"rmperty rentals.2 With the exception of the tax on non-commercial 

property. District Covernments have the power to set and to change the 

rates at which these taxes, user charges, and fees are imposed. In fact, 

some districts have recently increased the rates associated with a nusber 

of fees and user charges. Nowever in most districts, rates are changed 

much less frequently than would be necessary for them to even keep up with
 

inflation. While this could lead to questions about the degree of fiscal
 

stress and the seriousness of district reTenue raising efforts, we will see
 

'The other major budgetary classifications of current ewn source
 
revenues are contributions, fines, and balance carry-over.
 



33
 

that the hesitancy to raise local rates, fees and charges may be quite a
 

reasonable response to the circumstances which confront at least some
 

districts.
 

A recent study, based on an aggregation of District budgets. has 

indicated that transfers have been a major revenue source to local 

governmuets. It is also indicated that taxd (Impuestos do Administracion 

Municipal) account for a relatively small proportion of the (own source) 

revenues collected in most provinces while that non-tax revenues were the 

more important source. A review of more recent (Table 8). data seems to 

verify this at the Provincial level, but it does much more. It indicates 

that non-tax sources bnve been a prime importance to the Districts and that 

the importance of taxes as a source of local revenues is reported to vary 

greatly among then. Moreover, dependence on property taxes is cited as 

heavy in some districts. 2 The differences between the findings based on 

District date (Table 8) avJ those cf the previous study of Provincial 

aggregates, highlight two Impurtant points. The first is the hazard of 

attempting to desi.ribe the fiscal condition of municipal governments from 

any analysis based on provincial aggregates of district data. The second 

is that there appears to be a great deal of difference among districts in 

the extent to which they draw revenues from the various revenue sources
 

which they control.
 

IVan Walleghen Malaga, Ren, edro De Las Casa Grieve, Jorge Trelles
 

Montero, and Ral Sanchez Manzanares, Estudio de Municipalidades en el Perd
 
Para el Proarama de Desarrolo Regional Interado de AID (Limas Peru:
 
November 1976), mimeographed.
 

2The other major source of tax revenues is generally the tax on
 
non-athletic public performance (Espectaculos No Deportivos).
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TABLE 8 

OWN SOURCE REVENUES OF SELECTED PROVINCES AND DISTRICTS
 
(thousands of soles).
 

Percent Distribution
 
Ovn Source Property
 
Revenue Taxes Taxes, Other
 

Province
 
1 

Cajamarca 34,873 24.481 13.21% 75.52%
 

District
 

San Marcos 1,631 1.76 1.75 98.24
 
Magdalena 335 30.45 29.85 69.55
 
Nomora 354 39.55 2S.24 60.45
 
Llcanora 72 50.00 50.00 50.00
 
Chetilla 205 17.07 4.87 82.93
 
Mutar 397 19.90 19.64 80.10
 

Province
 

Cajabamba 9,294 12.15 6.84 87.85
 

District
 

Cajabamba 7,156 21.10 10.48 78.90
 
Sayapllo 505 7.72 5.94 92.28
 

1All provincial data refer to closing budgets 1978 district
 
data taken from final 1980 budgets.
 

SOURCE: Munic4pal Budgets.
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But it must be emphasized that any revenue considerations, based on
 

generally reported budget accounts of either district or piovincial capital
 

budgets, must be considered with care. All local governments simply do not
 

classify their receipts in the same categories. What som identify as
 

property tax collection others report a transfer, (in their expenditures
 

account) to the provincial district. Stil1 others class as
 

intergovernmental receipts the property taxes they collect. This lack of
 

consistency can be attributed in part to thy lack of clarity in and
 

understanding of the national prescribed form for district budget and
 

accounting. This kind of confusion Is likely to exist any time when the
 

budget and accounting forms are not tailored to the nature of the fiscal
 

operations of those charged with the record-keeping.
 

In this regard, the system of local government nccounting in Peru is
 

deficient. The accounting forms are simply not used in a consistent
 

fashion by local governments. Whether this can be attributed to the nature
 

of the prescribed forms cannot at this point be said. However, the field
 

interviews with local governments suggests that the problem is more likely
 

one of a failure on the part of the central government to provide local
 

governments with a full understanding of the importance and process of
 

municipal accounting.
 

Still, these considerations imply the possibility of wide variation in
 

the ways district governments have arranged that part of their fiscal
 

domain which they control. A full understanding of the factors which lead
 

to these differences would require a great deal more effort than is
 

possible within the limited scope of this study. Thus, the considerations
 

here must be narrowed.
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The approach in this study-Is to concentrate on two major elements of 

the municipal revenue system. The f1rst is the property tax. Its 

importance derives from the fact that around the world it is the principle 

source of municipal revenues which can be used for general purpose and it 

has the greatest revenue raising potential. Moreover, it is generally 

considered to be the principal source for the funds with whiLch local 

governments may subsidize provision of socially desirable goods and 

services. Thus, it could provide monies needed to support the general 

operations of district government and, even more Importantly, it could
 

provide funds for new investment undertakings and/or for the supply of 

s.rvices. The secind major element is user charges.I n areas like Peru 

where municipal governments are far from rich, and tax funds are not 

plentiful, user charges may be an important element in the fiscal 

repertoire of local go ernments. First they can provide an efficiert way 

of paying the costs associated with the provision of a variety of services. 

When correctly administered, user charges based on the cost of provision 

reduce the possibility of waste and inefficiency. Second, they allow users 

to reveal the values they place on goods or services. When there is a 

willingness to pay the costs of production, consumers, in effect, are 

revealing that they value the resources used up in production. When there 

is no such willingness, consumers are indicating that the resources should 

be put to better use in the production of goods or services which they 

value more highly and for which they are willing to pay a price which will 

1User charges will ,be considered below.
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cover costs. While it can be argued that, although they may be efficient, 

appropriate user charges may impose a burden on the poor. It cannot be 

denied that the payment of a user charge means that the poor will have loes 

funds available for other uses. However, unless funds are readily 

available to subsidize such goods, they may not be produced at all. Thus, 

the third and possibly most important reason is that user charges may be 

the only means by which some service can be provided to those whD desire 

them.
 

Property Tax
 

The property tax in Peru is structured as a provincial rather than 

district tax. The tax roll is housed and tax collection is centered ir the 

provincial capitals. In some provincev local districts operate as 

collection agents but any claims they may have on property tax procevils 

exist at the discretion of the provincial capital. 

The tax Is levied on the totality of property owned by each owner 

rather than on an in rem basis; i.e., separately'for each parcel owned. In 

combination with the progressive rate structure this serves to impose the 

heaviest burden on those who have property holding of large value whether 

it be a single or multiple property holdings. Arrangements such as this 

are commonly thought to serve the purpose of equity, benefitting the poor 

at the expense of the wealthy. But in some contexts ani, more particularly 

in Peru, it may be that what is intended to serve the catse of equity does 

not. This can happen if tax burdens on the wealthy are so high that they 

provide powerful incentive to avoid or evade taxation and tlus reduce the 

amount of monies available for spending on services to benefit the poor. 
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That this Is the case in Peru cannot be documented with the available data.
 

However, as will be argued below, it would be surprising indeed, if the 

property tax in Peru is as progressive as it's structure might imply.
 

Alternatively, there is another implication of progressive taxation in
 

the form operative in Peru. By progressively taxing all land of a property
 

owner, the Increasingly higher tax burden may retard the accumulation of
 

properties by the wealthy and thus favor widespread ownership of property.
 

As is the case with virtually all tax analysis, the discussion which
 

follows will focus on the base and the rate of the tax. The purpose is to
 

explore some of the likely revenue implications of the current tax
 

structure. Closely Intertwined are major issues of tax administration
 

which will be noted where relevant.
 

Tax Base Scope
 

There are two distinct classifications of property which local
 

governments are empowered to tax: improved urban and rural non-commercial
 

property srd unimproved urban land.1 The particular classification of
 

property in terms of Ito use has potential disadvantages as well as a
 

potential advantage that are worth mentioning.
 

The restriction of the tax on improved property to non-coumercal uses
 

in effect exempts commercial activity from the municipal tax on property
 

values. They are, of course, liable for other types of taxation. In small
 

IOf the two, the tax on commercial property is by far the more
 

important. It accounts for 93 percent and 96 percent of property tax
 
revenues in Cajamarca and Cajabamba respectively. In Lima and Callso,
 
local governments are empowered to tax delapidated or uninhabitable farms.
 



41
 

urban areas and those which are essentially rural, this is probably of 

little consequence as the commercial developmont cf land is unlikely to 

have been extensive. However, In the larger, more urban districts which 

have been the centers of commercial development, the exemption of 

commercial property removes what may be rather large numbers of properties 

from the property tax rolls. Still, as growth and comeccaliztio go 

hand-in-hand, the lose of revenue potential to the provinces will likely be 

expected to increase as the economy proceeds and larger numbers of land 

parcel# become commercialized and are taken off the tax rolls. Where this 

occurs, provincial governments will have to rely more heavily on other 

sources for revenue Increases. 

It should be noted that comercial properties or at least the 

activitte which they support cannot totally avoid contributing to the 

support of municipal governmerts. There are a variety of other taxes and 

fees which apply to these activities, e.g., professional licenses. taxes on 

public displays and public parking lots. However, the rates at which these 

taxes and fees are applied generally appear to be favorable in comparison 

with the tax on property. Primarily these are district rather than 

provincial taxes although the revenues from public events and professional 

license taxes are shared between the two. Still, incentive for 

commercialization arising from commercial land property tax exemption, 

enhances revenue prospects for district governments. It might be expected 

that over time, disti-ict governments will fare better than if the property 

tax were structured differently. Whether this will happen depends on how 

effectively district governments collect their taxes. From our limited 

review, It appears that collection efficiency is low in most districts and 
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this implies that whatever the property tax Incentive to develop property 

commercially may be, it will bave little impact on the revenues of district
 

govetlmnts.
 

A second disadvantage ot this restriction on the property tax Is that
 

It limits the potential use of property and property values as a basts for
 

other finaveing mechaniums. For example, betteruent charges and
 

valori ation levies have been employed in beveral developing areas as a
 

means of rccouping the costs of infrastructure Investments in such things 

as vats': supplies and roads. In essence, these are ways of assessing 

costs of projects to beneficiaries (landholders) in relation to value of 

benefits received, measured in terms of increased values of property. As 

such, these can provide efficient means of financing capital projects which 

generally coufor to the stondard of equity. 

Similar mecbenisea have played a role in the financing of recurrent 

costs of other bast public services like vater and services and 

electricity. In this case tariffs or charges for amounts used are scaled 

according to the value, size, and/or use of the property served. The
 

application of charges for services rendered tn this fashion can provide a
 

means of covering recurrent cost in a manner which conforms to general 

concepts of equity.
 

Levied as they are against property, financing mechanisms like these 

can be effectively and equitably used only when they can be applied to all 

1 For a review of s')me countries' use of these mechanisms see Jorge 
Macon and Jond Merino Hadon, Financins Urban and Rural Development Throuah 
Betterment Levies: The Latin American Experience (New York: Praser 
Publishers, 1977), p. 47.
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benefitted properties whether involved in ag:ariai. comercisl, industrial
 

or residential use. The fact that the municipal tax on property values in
 

Peru does not appay to commercial user does not man that benefit taxes,
 

valorization charges or user fees could not be applied. Rather, it means
 

that either they would have to be limited to properties in non-commercisl
 

use or the property rolls would have to he expanded for this purpose. The
 

first alternative could be considered an equitable mean* of financing that
 

part of a project beneficial to non-commercial property owners. The second
 

alternative would require the special assessment of commercial property.
 

Tn fact, such a- undertaking would be for from impossible. While not
 

applied to value, the municipal license tax is based on a measure (squared
 

meters) of property. It is possible and in fact it Is quite comon to
 

derive taxable property values from area measores. But if commercial
 

property values are to. be estimated for these purposes, they would be
 

available for the purpose of general taxation. Moreover, if they were
 

estimated for general tax purposes, it is more likely that valorization and
 

betterment levies could be applied.
 

The lines of thought craced out above indicate that the base of the
 

property tax. if broadly defined, can provide the foundation for user cost
 

financing of the initial and recurrent cost of public infrastructure
 

projects. Thus, the proposal here is that the tax on improved property be
 

ex' uded to include commerclal property, that it be applied to property
 

lFor a discussion of the application of these in the Latin Americas
 
context, see William A. Doebele, Orville F. Grimes, Jr.. and Johannes F.
 
Linn, "Participation of Beneficiaries In Financing Urban Services:
 
Valorization Charges in Dogoti, Colombia," Land Econoice, Vol. 55, u. I
 
(February 1979): 73-92.
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values rather than areas, and that the integration of the bases of property
 

taxation and some user charges be seriously evaluated.
 

Turning to another side of the Issue, it: is a strongly held
 

proposition in the literature of property taxation, that under certain
 

conditions a distinction between improved and unimproved land can be very
 

beneficial.1 In particular, the ability to subject the two types of land
 

to differential taxation can be a means of encouraging the development of
 

unimproved land. This, however, will not follow from the separate
 

classification of improved and unimproved land alone. Rather, the
 

incentive to develop unimproved land comes from levying the ta' on the
 

higher value that the property would have If it were developed in a manner
 

consistent with Ir inherent svantages, e.g., soil quality, topography and
 

location. What this means is that if there were two properties that were
 

identical in all respects except that one has been developed and improved
 

while the other remained unimproved, the two would be subject to equal
 

taxation. Of course, this means that the tax on unimproved land is heavy
 

relative to that on improved land. The owner can moderate the heavy tax
 

burden by undertaking construction aad/or improvements, i.e., developing
 

the land, and the resultant increase in the value of the property will
 

alleviate what had been a relatively heavy tax burden. Thus, differential
 

..taxation of improved and unimproved land by penalizing the holding of lend
 

in its unimproved state can provide an incentive for development,
 

Generally, the advantages of this type of differential taxation have been
 

'Richard Netzer, "The Local Property Tax." in Property Tax Reform,
 
edited by George Paterson (Washington. D.C.: The Urban Institute, 1973).
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cited in the context of developing urban areas. However, it should be
 

equally effective wherever there are opportunities for land development.
 

Whether the potential for the use of taxation of unimproved property 

as an incentive to development has been generally recognized in Peru is 

unlikely. That It Loul and should be can be affirmed. Thus., it would 

seem approprata to propose that tax policy include a provision for the 

tazation of unLmiroved land as if it had been developed for use in a 

realistically productive ianner.
 

But the Implementation of such a policy is sufficiently difficult to
 

dictate that it be a long-run goal rather than an immediate policy
 

objective. The most obvious problem is that of determining the value that
 

an unimproved parcel would have if it were to be improved. There are a
 

variety of ways by which this could be accomplished. However, becaln~e they
 

require sophisticated and intricate proceditres and calculations, they may
 

he too cumbersome to be used except in the largest urban centers.
 

Alternatively, the same objective could be at least partially achieved by
 

taxing unimproved property at higher rates than improved property. This
 

could alleviate the need to estimate the value that an unimproved property
 

would have if it were to be improved. Thus, the policy proposal is that at
 

least in urban areas, unimproved property should be taxed at rates hisher
 

than that applied to improved properties.
 

Finally, whatever types of property compose the tax base, the
 

effective use of a comprehensive list of properties whose taxable values
 

are adjusted with changes in property values and an effective means of
 

enforcing compliance are iAsential for effective property taxation. On
 

both accounts, the local property tax in Peru Ir extremely deficient.
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Moreover, there are elements within the current administrative structure
 

which lead to neglect rather than prqcvide an incentive for improved local
 

property tax administration. Many of these will be mentioned In what
 

follows.
 

Tax Base Fvaluation
 

The basic element of a property tax In a list of taxable pruperty
 

which identifies the taxable value. In Peru. such a list, t.e., the
 

property registrar is not the result of any systematic effort on the part
 

of district governments. Rather, the list of properties to be taxed and
 

their values are obtained by means of self-evaluation on the part of the
 

owners. That is, by low each property owner IF directed to report the
 

value of all hi, properties and pay his taxes in the capital district of
 

the province in which he lives.
 

In general, local government officials, particularly in -the smaller
 

district, believe that there are a large number of property owners who are
 

not in compliance with this law. Statements from local officials lite "if
 

all owners reported their property, revenue from the property tax would
 

double" and "most wealthy property owners do not pay the property tax" are
 

common. So too is the expressed personal knowledge of owners who have not
 

reported or who under-report their properties. These are symptomatic of
 

the problems of the self-evaluation system. In part, this under-reporting
 

is perceived as a general phenomena, i.e., "everybody does it."
 

However, there are particular segments of land which are generally
 

believed to not be listed on the tax rolls. These are the cooperative
 

estates which were set up as a result of land reform. Originally these
 

properties were exempt from property taxes during their initial period of
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organization and operation. That period has lapsed but it is believed that
 

generally these properties have not been added to the tax rolls. To the
 

extent that they haven't, the provinces where they are located are not 

receiving the taxes they should. If the cooperatives are as productive as
 

many local officials allege, the lose of revenues is even greater than the
 

amounts of land involved might lead one to expect. When queried why this
 

as well as other under-reporting were allowed to exist, local officials
 

responded that there were simply no effective legal remedies enabling them
 

to deal with rich and powerful landowners. While most frequently expressed
 

in the snaller areas, this sentiment was also voiced in the larger
 

provincial capitals.
 

If it is the larger and/or wealthy landowners who can evade property
 

taxation, then the small poor landowners riust bear an even larger share of
 

the property tax burden than is intended. Such a violation of the cannons
 

of equity calls for remedied action. However, it is unlikely that more
 

effective imposition of the property tax could be accomplished within the
 

current administrative structure of the property tax. Indeed, the current
 

manner in which the property tax is administered, i.e., self evaluation and
 

ineffective means of enforcement, provide few i any incentives to more
 

effective property taxation. The system is structured and operatee such
 

that, payment of property taxes hat many of the characteristics of a
 

voluntary contribution. The lack of effective Incentives to enforce
 

accurate property.evaluation and tax collection is an inefficiency in the
 

system which inevitably results in the loss of substantial amounts of
 

revenue and an inequitable distribution of the burden as well. Corrective
 

policy should be directed toward the establishment of an accurate property
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registrar. cadastral system and effective means of tax collection and 

enfor,'ement. Local government development and decentralized provision of 

public services have not and probably cannot be achieved in their absence. 

Tax Collection 

The ways in which property taxes are payed and revenues accrue to the
 

Districts both contribute to the inefficiency of the system and the lack of
 

incentives to improve its operation.
 

The crux of the problem can be traced to the fact that provincial 

capitnls acting in their role as Treasury for all districts in the province 

are the repository for tax revenues, including property taxes. Most owners 

of land in outlying districts pay their tax in the pi'ovirctil capitals. 1 

In general, there Is no problen with this type of colLeCtion procedure. In 

fact, provincial capitals acting -s Treasury for the districts is probably 

reasonable and efficient. The problem arises from the fact that there is 

no clear relation between the tax liability against property located In a
 

district and the revenues which the district receives. This is so because
 

the provincial capitals do not simply collect and hold tax receipts for tba
 

various districts. Rather, such revenues are part ofi,e provincial
 

district's general funds although they often constitute the source of
 

transfers from the provincial capital to the districts.2 In practice, the
 

1The most comon exceptions to this generality are Isolated, small 

districts. For example, in the Province of Cajabamba, the District of 
Suplezo collects and retains tax og property located in the district.
 
Interviews in the Province of Celendin indicate that this type of autonomy
 
is common as most districts are telatively isolated.
 

2Apparently this i6 characteristic of provinces which practice 
integrated budgets. The procedure in provinces which do not follow this 
practice may be quite difforent. For example, in one rural province, the 
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actual amount transferred to any district is a matter of negotiation and 

may or may not be related to the revenues obtained from the taxation of 

property in the district. In the districts there is no clear or strong 

link between tax proceeds from property located in a district and the 

revenues available for district use. Thus, it is quite possible perhaps 

even probable, that a district could successfully mobili2. i:forts to 

Improve tax collection without any change in the revenues it would receive. 

In effect, there is no clear incentive for districts other then the 

provincial capital to expand their efforts to improve property tax 

performance. What Is missing is a clearly identified relation between the 

taxes imposed and collected on property in a district and the revenues the 

district receives. The additional revenues promised by an operative link 

between tax collections and revenues received by districts, would provide 

them with a" incentive to improve tax collections. The obvious policy 

proposol is that there be chablished a full accounting of tax collections 

on the basib of thbiocation of property; that districts be informed of the 

]i¢ol of rnx collection derived from property located within their 

boundarie and that the level of revenues received directly be related to 

the amounts derived from roperty in the district. In aO.1ition, districts
 

should be Informed of the identity of 4elinquent taxpayers and the amounts
 

thov are in arrears. This at least wouil prov'de the districts an
 

Incentive ro increase collection efficiency and the information necessary
 

to do so.
 

(cont.) districts retained the taxes paid to them. However, to the extent
 
that owners of land in outlying districts paid their taxes in the
 
provincial capital, these revenues remained In the provincial capital.
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While development of a cadastral system is a long-term propositions it
 

is generally viewed as essential to effective local government and can be
 

realized only If initiated. In this regard it may be most practical to
 

operate in phases beginning with the provincial capital districts and
 

larger urban areas. However, universal application of penalties for tax
 

evasion need wait upon only the determination of the types of penalties to
 

be imposed and schedule for their imposition. Among them are fines and
 

penalties, but they would require additional administrative apparatus. Ar
 

alternative which has the appearance of easy implementation would be to
 

establish proof of tax payment as a requisite to any other dealings with
 

governments. The possibJlities are numerous, at the extreme is the
 

cOnfiscation of property. What would be appropriate in Peru remains to be
 

determined, but this does not reduce the need or the desirability for 

prompt action.
 

Tax Structure
 

The current rate structure (Table 9) embodies a set of tax rates which
 

increase froin .06 percent to .75 percent of taxable values. By comparative
 

standards these rates are of the same order of magnitude as those imposed
 

in many developing countries. In fact, if anything, che Peruvian property
 

tax rates may be a bit on the low side.1 Thus, It appears that the tax is
 

not particularly burdensome. It will be argued below that, as low as these
 

tax rates arcs there to reason to believe that actual tax burden falls far
 

IRoy W. Bahl, "The Practice of Urban Property Taxation in Less
 
Developed Countries," in The Taxation of Urban Property in Less Developed
 
Countries, ed. by Roy Bahl (Madison, Wisconsin: University of Wisconsin
 
Press;, 1979), Table 1.5.
 



TABLE' 9 

RATE STRUCTURE OF THE NON-COMERCIAL
 
PROPERTY TAX, 1980
 

Taxable Value (Sole.)
 

From To Tax Rate 

S/ S1 2'575.000 0.06% 

2,575.001 9'785.000 0.20 

9,785.001 101600.000 0.30 

20,600.001 33'475.000 0.45 

33,475.001 46'350,000 0.55 

46.350.001 61'800.000 0.65 

more than 
61,800.001 0.75 

SOURCE: Decreto Lcy No. 22832.
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below what they Indicate. But it is the case that the rates of the tax do
 

not appear to be particularly high at least relative to those of other 

developing areas.
 

When considering matters of equity, progressive rate structures, i.e., 

higher rates applied to higher value property, are generally thought to be 

best au they distritute the burden most heavily on the more wealthy. On 

these grounds the Peruvian property tax with its progressive rate 

rtructure, appears to fair well. By comparison, the property in developing
 
1 

areas is often levied at constant or declining rates. Thus, in a
 

comparative sense the tax structure In Peru may be even more equitable than
 

might be expected.
 

Turning to the issue of responsiveners, progressive rate structuzts
 

are considered to be particularly beneficial. This follows from the fact 

that Increases in value transFlte directly into more than proportionate 

increases in tax revenues. One way to. measure this responsiveness is in 

terms of the elasticity of the rate structure. In the case at hand, as the 

elasticity is 1.62, the tax appears to he high:1 responsive, i.e., * 1 

percent increase in property values generates a 1.62 percentage increase in
 

tax revenues.
 

This Is a fairly high value and rightfully leads to the expectation 

that property tax revenues should be responsive to the increasing value of 

property in Peru. Regretfully, there is no readily available data which 

could be used to dearuine the validity of such expectations. Those who 

Ilbid.
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are closest to the property taxes--local Mayors, accountants and provincial
 

treasurers-would be quite skeptical of any statement implying that the
 

property tax is structured to be highly responsive to economic growth.
 

As has been mentioned, they attribute thie at least in part to
 

administrative deficiencies. Many large and valuable landholdings are not
 

on the tax rolls, the values of properties on the tax roll are often
 

understated and delinquencies are not pursued. These are perhaps a natural
 

consequence of a self evaluation system, but the general lack of incentives
 

for local officials to effectively administer the tax, all but guarantees
 

that tax evasion will be prevalent.
 

The remedies are obvious although not necessarily easily implemented.
 

Accurate and operative cadastres, property registrarb, and property
 

evaluating imechanisms arc the prime request. Even with these, evasion will
 

continue unless sanctions are imposed on those who fall to pay the full
 

amount of their tax liabilities. This implies the need for a system of tax
 

penalties which are effectively administered. Tt may seem that district
 

officials who are closest to the problem, may be in the best position to
 

impose penalties on delinquents. But, particularly in small and rural
 

districts, among neighbors and friends, effective administration would
 

likely be compromised by personalism or the power of the wealthy.
 

Provincial government, a step removed from district taxpayers, is
 

likely to be somewhat more insulated and provide more efficient tax
 

administration. As provincial capitals generally operate in this capacity,
 

the implication is that their position as property tax administrator be
 

strengthened by the development of penalties for tax evasion. But even
 

here, the degree to which public officials could be isolated from polittcel
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pressuxes may not be sufficient. It say veil be that profeesional
 

operation of the property tax system, at least in the billings collectJon
 

and the administration of penalties to delinquents, may be most effectively
 

placed at even a higher level such as the department. But this cannot now
 

be confirmed. Rather the suggestion here must be that the operation of the
 

tax, particularly in its administration, needs to be more fully considered
 

and evaluated.
 

There is another weakness in the tax structure which likely
 

exacerbates the problem of under evaluation associated with a
 

selt-reportlng system. It, too, may produce a loss of revenues that can be
 

expected to grow as property values increase, undermining the
 

responsiveness of the tax to economic growth. This problem arises from the
 

fact that an increase in property value leads to higher tax rates. Indeed,
 

this is the nature of a progressive rate structure. But it is not the fact
 

of progresslon which is problematic. Rather, in Peru, the degree of rate
 

structure progression is such that it provides a stronger incentive to
 

under-report taxable values which increase markedly the further up the tax
 

scale a taxpayer finds himself. Simply, tax liability increases such more
 

than proportionately to an increase in taxable value.
 

The extent of the incentive to under-report is difficult to gauge from
 

the structure of the tax (Table 9) for it shows only the average rates. A
 

more appropriate gauge of the negative incentive Is the marginal tax rate,
 

I.e., the amount,of additional taxes which are levied as reported property
 

values increase.
 

The marginal tax rates associated with the current property tax rate
 

structure are given in Table 10. They indicate that, for example, an owner
 



TABLE 10
 

MARGINAL RATE STRUCUTRE OF NON-C094,RCIAL
 
PROPERTY TAXi 1980'
 

Taxable Value (Soles) ,arstua1 
From To Tax Rate 

S/ S/ 2,575,000 
.2372 

2,575.001 9,785,000 
.369 

9,785.001 20,600,000 
.642 

20,600.001 33,475,000 
.760 

33,475.001 46,350,000 
.932 

46,350.001 61,800,000 
1.068 

more than 
61,800.001 

SOURCE: 	 Calculated from Table 9. Margina. tax rates
 
calculated at the mean taxable value i each
 
value class.
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who reports a value of say. 8/6,1800000 for a property whose value is 

8/15,192,500 saves about S/3,321.7A1 in taxes. If he were to report the 

actual value of his property, his tax bill would more than triple. Thi is
 

a rather substantial difference and undoubtedly constitutes a very strong 

incentive to under-report.
 

Equally important is the fact that the marginal tax rates increase. 

This follows directly from the progressive rate structure. That they 

increave so much aud so rapidly means that the strong incentive to 

under-report tavable values is ever, greater the more valuable the property. 

In essence, there Is built into the rate structure of the property tax an 

incentive to under-report property values which is substantial for all, but
 

which get larger as the value of property increases.
 

The obvious negative aspects of this Incentive are the under-reporting
 

of values avd the attendant revenues lost to local governments. Perhaps
 

more important, the high marginal tax rates can be seen as an enticement to
 

non-compliance with the law, Something that should not be built into the 

law itself. The property tax rate structure should be altered to reduce 

what are rather strong financial incentives to iMetal behavior. This 

could be accomplished in a variety of ways. One possibility would be that 

all properties be taxed at a single flat rate. This is a counon procedure 

across the world. Equally common are two arguments against it. The first 

is based on an equity argument. Simply stated a single flat rate tax 

imposes the same relative burden on the poor as on the middle class and the 

wealthy. To many, fairness dictates that the poor should not be so 

burdened and thus, taxes should fall more heavily on those with higher 

incomes. This argument is well taken, particularly in a country like Peru 
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where pockets of poverty are so widespread. This t not to say that 

equitable or fair treatment of the poor cannot be accommodated with a 

single flat rate tax, for they can be. In fact, all that needs to be done 

is that the poor and their low valued property be exempt from the property 

tax. This is not an uncomon measure and is one that should be given 

serious policy considerations. 

The second arRument which could be raised against the shift to a 

single flat property tax rate is that a progressive rate structure enhances 

the responsiveness of a tax to economic growth and thereby makes it easier 

to meet growinp service needs. There are strong merits to this contention, 

and they, no doubt, were voiced when it was decided to adopt a progressive 

structure. However, acceptance of the argurent does not mean that the 

isting rate structure and its disadvantages must be retained. is 

possible to retain the desirable features of a progressive structure while 

moderating the strong negative incentives associated with it. Thin could 

be accomplished by increasing the number of property value classes And/or 

smoothing out the increase in marginal tax rates. Civen that it is 

possible to restructure the tax while retaining revenue responsiveness, the 

policy proposal here is that the property tax rate structure be altered by 

reducing the proaressivity of tax structure, Increasing the nusber of rate 

brackets and by providing for tax exeMption for the lowest income propertt 

owners. 

User Charges 

The fees, rates, tariffs or more generally, the prices charged for the
 

user or consumption of goods and some services provided by governments are 



generally categorized as usni charges. They have appealed for a variety of
 

reasons, but the most Important *re related to efficiency and
 

self-financing. The efficiency of user charges relates to the fact that 

they provide a mans of gauging the desire for the good or service to be 

provided. In essence, when users are willing to pay a price for a good or 

service, they in effect are signaling their preferences and dcsire$ for 

these, rather than other use of scarce resources. 

In the context of local government operating with limited financial
 

resources, the self-financing aspect of user charges is particularly
 

desirable. When revenues from taxes and other sources are difficult to 

come by, adding to the range of goods sind services provided may be 

restricted totally or in part to those which can be provided for a fee. 

charge, or price. 

The revenue raising appeal of user charged financed services need not 

be limited to their potential for self-financing. In many areas, user 

charges are considered advantageous not only as a means of cost recovery, 

but as a means of exparding the general funds available to local. 

governments. Particularly in areas where the tax burdens are high or where 

taxes are difficult to impose and/or collect. user charges appear as an 

alternative to more strenuous taxation. It is not uncommon for user 

charges to be set at levels which exceed the cost of providing a particular 

IFor an evalpation of some mans of imposing user charges in the 
context of developing countries, see Roy Bahl, David Greytak, Kenneth 
Hubbell. Larry Schroeder and Ben Diokno, "Strengthening the Fiscal 
Performance of Philippine Local Covernments: Analysia and 
Recomme-idations," Research Report, Local Revenue Administration Project, 
The Maxwell School (Syracuse. NY: Syracuse University, 1981)o Part II.
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service and for the profits to be transferred to the general fund coffers 

of the sponsoring government. In effect, the transfer of profits 

constitutes a 100 percent tax on the profits of the activity in question. 

While user charpes may be seen as an alternative to traditional taxes, they 

are in reality a specific tax paid by the users via charges or prices which 

exceed cost recovery requirements. Thus, user charges can be seen as a 

selection of a specific narrowly-defined base and extraction of revenues 

from the user group rather than raising revenues from those who pay the 

more traditional form of taxation. 

W(nile user charges may be an expedient means of Increasing local 

government revenues, their use constitutes a judgment that those who pay 

the user charge, rather then other taxpayers, are to be burdened witb a 

greatr share of the cost of government. That i to say that there may be 

very serious equity issues to be considered in the use of user charges as 

general revenue raising mechanisms. This mey be particularly important 

when general fund support is sought through user charges in the provislov 

of goods and services to low income population. 

Generally, where user fees are applied there Is less than full cost 

recovery. In this case, the direct beneficiaries do not suffer the burden 

of operating deficits. Whether the subsidies necessary to cover deficits 

are provided by local or higher levels of government, they come ultimately 

from taxes or otkir receipts. Here too, there must be a concern with 

equity for if the subsidies are drawn from the revenues which are raised in 

a regressive manner, it is the poor who bear the burden. 

The issues of subsidy, cost recovery and profitability are not solely
 

matters of the equity of revenue raising. They extend to much more mundane
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issues which, if not held in clear focus, can result in user charges
 

counter to stated objectives and perceived consequences. In the current
 

context, two issues are of Importance and will be considered. The first is
 

the conception of self-financing and the related matter o subsidies. The
 

second has to do with administrative mttrs--budgeting--and the particular
 

difficulties smaller local governments encounter in self-financing
 

operations.
 

Self-Financing
 

The obvious conception of a self-financirg activity is one which
 

raises revenues sufficient to cover the cost of providing the good or 

service. However, there are factors which may lead an official of one 

level of government to deem sometiing as cost recoverable while, at another
 

level, the conception may be quite different. The issue is one of the 

conception of cost.
 

:.ull cost recovery is dependent upon the ability of a project or 

activity to generate revenues at a level high enough to pay for all costs.
 

From a general perspective, this means that over the lifetime of the 

project, the revenues are sufficient to cover the day-to-day cost of 

operations and maintenance, e.g., wages and salaries, costs of materials 

and supplies as well the cost of structures, land, etc., required to set up 

this operation, i.e.. capital costs. Host would not argue with this 

conception of cost as having current operations and a capital components. 

Host would also not argue that if district governments in Peru, 

particularly in soall and rural areas, are to provide only those services 

whose capital costs (e.g., the construction of the basic facilities), they 

can pay, they will have little to offer their constituents. The situation 
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is similar in most developing countries. However, in many there existS a 

variety of capital grant subsidy programs designed to facilitate local 

governments' initiation of new facilities and services. 

Most frequently, capital subsidy programs are provided through
 

agencies or departments of the central government. Some are in the form of
 

an outright grant but, increasingly, they involve loans at preferential
 

terms. In the case of outright grants, cost recovery is often evaluated in
 

terms of operating costs alone while in the case of loano, cost recovery is 

measured in terms of amortization costs plus operating costs. For the 

operating government, this is quite reasopable as most fiacal operations 

are considered in terms uf costs incurred. From the national perspective, 

the case i& quite different as the cost of a project is not simply the 

ievel of capital expenditures or even the amortized value of a loan at 

favorable terms. Rather project cost must be evaluated either in terms of
 

alternative uses of the invested fund or the cost to the taxpayers tram
 

whom the funds are raised. The market rate of interest t the best measure
 

of the value of Investment funds as it reflects the returns -to capital in 

the economy as a whole. Whenever capital is provided as a grant or at a 

favorable rate of interest, the liabilities incurred by borrower will be 

less than the true cost evaluated at market interest rates. It follows 

that what may be cost recoverable to the borrower may not be so when 

considered in the broader context of the national economy. Taing the next 

step, what may beconsidered profitable in the view of local government may 

be t, loser from the national perspective. Thus, there is a need for 

caut4on in developiin Irant and subsidy progrems to strengthen local 

government revenue raising capacity. 



62
 

Certainly, there are times where the objective of profitability or 

coat recovery becomes subsidiary to other goals. In these cases, it is 

imtportant to recognize the peneral principle that the subsidy should be 

provided by the government whose goals are being served. If the activity 

facilitates the achievement oi a national objective, such as providin, 

services to the poor. central government subsidies are appropriate. Whe 

the goals to be served are chose selected by the local jurisdiction, they
 

should be financially rsponsible for their accomplishment.
 

It Is not uncovmon for subsidy policies to be designed to entice local 

government to undertake activities and provide Pervices which otherwise may 

be unattended. Out even here, there ts built into government operation a 

method of cost coriideration that cac produce an Inflated view of cost
 

recovery. It is comeor for local governments, particularly smaller ones, 

to consider investment costs as part of general g£vernment oblitations, 

which it may well be, and to evaluate cort recovery on the basis of 

operating costs alone. 

Clearly such a conception will overstate the prospects for cost 

recovery and profitability with the likely result that too much will he 

invested as local governments seek to expand apparently solvent activities. 

When this occurs and capital costs are paid oaut of general revenues, local 

taxpayc. are providing a subsidy to those who benefit from the Investment. 

There are grounds which may justify such a pattern of subsidies. But one 

thing is sure; anr. Investment whose amortization requires taxation should 

not (:, utci.flel- c-i tli' I,,.j of a profitability calculated only In terms 
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To be sure, there are activities where tax subsidies from either the 

central or local government can be justified. Regretfully, justification
 

for subsidies have often been based on general grounds such as civic
 

improvement and the like. There are places for modern markets, attractive
 

plazas, paved sidewalks, indoor plumbing, etc. But, it may not be
 

appropriate that every local government provide them particularly when
 

soarching for additioral revenue sources.
 

Cost recoverability should not always deter local governments from 

meeting a need. Central (or departmental) subsidies may be appropriate and 

available. There are other arrangements which may be employed. In 

particular, specialized agencies and departments of central governments 

commonly undertake activities which could be the responsibility of local 

government. It could be argued that in the context of a decentraliation 

policy the responsibility for service provision should be given to local 

governments. While perhaps consistent with political objectives, such a 

policy must confront the reality that some activities may never be able to 

recover operating costs when undertaken separately by individual local 

governments. Water supply and electricity are perhaps the best examples, 

but there are others which are not so obvious, e.g., public markets. 

roads.I In many cases the crucial factor is the size of the market 

relptve to the cost of production. In fact, there is some evidence that 

ccct recovery for some activities which are thought to be appropriate for 

r . .',e discussion of the factors af&-cting the 
V.. - , ,c, for local government projects, see Sahl, et al., 

,~:..,' 	 , , Performance of Philippine Local Governments: 
,nayr and 6.An oja~u:'Chuapter 
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virtually all local governments, e.g.. public markets* may.require a volume
 

of activities which can be supported by the local jurisdictions only if the
 

population is as large as 30-48 thousands.
 

These considerations imply that policies designed to stimulate
 

self-financing activities and encourage user charges must be evaluated with
 

care, particularly in the calculation of costs. In part, this caution is
 

dictated by the need at the national level to employ scarce investment
 

funds most productively. Equally important, at the local level, is a need
 

to insure that self-financing is not just a fiction authored by accounting
 

conventions. That general accounting procedure can give a misleading
 

indication of cost recovery has been documented.2 If miscalculations lead
 

to unprofitable investments, the fiscal plight of local governments may be
 

worsened. Thus, the need for a carefully considered policy and thorough
 

feasibility studies is part and parcel of any program to aid and/or
 

stimulate local governments' investment in user charge financed activities.
 

Admi.nistrative Considerations
 

Beyond the complexi:Lties of technology and market size, there are
 

administrative and management factors which may make difficult the
 

determination of cost., let alone the realization of cost recovery. The
 

difficulty is that oFerations catering to small areas do not- often impone
 

" requirements, sufficient to Justify a full staff compliment
 

S.... .. , in tha area of management and bookkeeping. Thus, they often
 

Th1i 1~ 



65
 

function as part of general government operations with the clericals 

management and supervisory duties undertaken by general government 

employees. This may well be appropriate but it is difficult to calculate 

the cost of the portion of time government adminitcration and clerical 

staff spend on activities. If this isn't done, It is probable that full 

cost will not be calculated and user charges set too low. Under these 

conditions, raising revenues in excess of assigned costs way give the
 

illusion, but not the reality, of cost recovery.
 

It is also the ,ase that when government employees are involved in the
 

operation of user charged financial activities they cannot participate in
 

other governmentai functions. It in conceivable that even the modest work
 

requirements of a small undertaking could necessitate the addition of
 

government clerical and administrative workers to the general budget. That
 

is. there is an implicit subsidy to the user charge activity. There are 

two important facts that follow. The first is that what may appear to be 

cost recoverable may in fact, increase general government costs and the 

needs for increased taxation. Second, given scarce resources, it may be 

that local government personnel could be more productively employed in 

alternative pursuits. For example, they could be involved in activities to
 

enhance property tax administration and/or collection.
 

The implication of the above is that the measurement of full costs, 

let alone the realization of full costs, is likely to be quite difficult 

for smaller govejrnments. In part, this is a cost accounting and budgeting
 

problem. As we shell see in what follows, the current circumstance of most
 

distr4cts, including the smaller provincial capitals, are such that they 

probably are not well suited for the undertaking of many, if any, cost 



66
 

recoverable activities. This is not to say that they should refrain from 

such undertakings. In fact, user charges are widely applied and contribute 

to about 18 percent of local government expenditures. What is not known 

and what could be known only with additional study is whether the services 

so financed have been cost recoverable. 

Previous studies have indicated that most of the user cost financed
 

services of local governments hold forth the potential for cost recovery 

only when operated in large urban areas. The prospects of some capital 

intensive services, such as large scale irrigation and electricity, are 

much better when provided or an area-wide basis. Whether they are run as 

cooperative ventures of a number of small districts, as an element of 

higher level of government, e.g., province or department, or out of a 

central government agencies, is at this point not an issue. Agglomeration 

of districts into service areas which are bigger and more likely to support 

such services in a cost recoverable way may be accommodated by any of the 

above arrangements as well as others. What ts needed is a strategy guiding 

investments which recognizes the interdependence among local governments 

and includes and, where appropriate, fosters cooperative undertakings by 

several governmental units. 

Beyond market size considerations, there is thp minagement and 

accounting argument given above. The staff and skill necessary to manage 

a public operation are likely to be more available and better used and 

accounted for in the larger units. Finally, to the extent the goal of 

higher levels of government are to be served by user cost financing, 

deficits should be their responsibility. Their access to a wider range of
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revenue sources and broader tax bases also means that they can more easily 

cover deficits whfen they arise. 

These considerations coupled with the low income levels of most 

districts imply that the district level Is most likely not the appropriate 

level of governent for housing many user cost financed activities. What 

exactly would be the appropriate level can't be said at this point. But it
 

would be a mistake to rule out the participation of the relevant central
 

government departments and agenciev.
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IV. BUDGETING AND MANAGE14ENT
 

A recurrent theme which cuts through much of the discussion about the
 

integration of local governments in a decentralized development strategy is
 

that of organization an management. Here the concern is not whether local
 

governments have access to revenue sources which can be exploited to
 

enlarge their role as resource mobilizers. Rather the concern is that 

those local governments with the necessary financial basis and those that 

could develc; it may not have the capacity to effectively manage such
 

efforts and/or that such efforts may be less effective because they are 

governed by a system which is conducive neither to consistent effort nor 

long-term planning. That is to say that the impediment to more effective 

district participatIon in decentralized development may be that (of
 

management capacity and organizational structure. The purpose here is to 

consider some of these issues and to suggest some ways in which they could
 

be improved.
 

Conformity and Consistency
 

The basic management tool of local governments is their annual revenue
 

and expenditure accounts. Each District has the responsibility of drawing
 

up these budgets, submitting them for central government approval and then
 

operating in the confines set by them. The certification of the basic 

accounting forms by the Minister of Finance requires their use by all local
 

governments. Our field research has indicated that local governments are 

&ware of these basic obligations. However, their effective exercise of 

these obligations can be easily questioned. In particular the degree and
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detail of budgeting and accounting practices appears to depend on the se 

of the district. Large districts and provincial capitals seem to use the 

prescribed forms. Some of the smaller, outlying districts do not follow 

established guidelines. In the case of some mall outlying districts, 

budgetary information is oftentimes presented In the form of a brief letter 

to the provincial government. Moreover, at the time of our visits, only 

one district had developed a completed budget for the current year. Others 

were at various stages of the process, and one had not yet started. As 

annual budgets were to be submitted in December, three months prior, one 

would have to question the efficiency of local government budgeting. One
 

is always hesitart to generalize from limited experience, but the 

implication of a lay attitude about conformity to budgetary deadlines need 

not be based on field experience alone. The Ministry of Economy and 

Finance reports that, historically, a substantial number of local 

governments have failed to comply with their legal obligation to submit 

budgets for review and approval. 

In addition, they report that the number of districts and provinces 

which have met the obligation has declined.; Whether this is reflective of 

a local government's inability to manage and account for their operations 

Is but a supposition. It is however, an indication that local government 

management procedure leaves much to be desired.
 

For the point of view of local governments as well as that of any one 

else compliance jith deadline for budget submission may be an arduous and 

valueless exercise. Indeed, the prevailing sentiment among at least the 

smaller governments in Peru is that compliance itself is the only value to 

conformance with MOF budgeting procedures and reporting. Their sentiments 
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may be correct. As there are neither rewards for compliance nor penalties
 

for failure. there is little incentive for local governments to adhere to
 

the prompt and accurate cannon of budgetary practices.
 

These considerations give rise to the suggestion that the fiscal
 

circumstance of local governments may suffer from a lack of managerial
 

professionalism and that in the case of budgeting, there is little
 

incentive for improvement. Whether lote. governments would be responsive
 

to incentives designed to elicit compliance vith budgetary regulation catt
 

only be surmised. However, given the stringency of their fiscal
 

circumstance, it is likely that with a few changes in existing proceduren,
 

the behavior of local governmentts could be siguificantly altered. In
 

particular, to meet their expenditure requirementA virtually all local
 

governments are heavily de'peident on the transfer of resources (grants)
 

from the central government. The policy proposal here is that the transfer
 

of funds in su port of the current operationb budget of a local governrent
 

be contingent upon the compliance of the local government with regulations
 

concernina the review and aproval of their annual budgets.
 

It is one thing to design incentives to elicit the desired outcome.
 

Whether they are effective depends both upon their enforcement and the
 

ability of the local governments to carry out the task. It would seem that
 

the enforcement component of the above policy proposal could be Implemented
 

with little more than a coordination between the offices in charge of
 

budget review and those empowered to transfer funds to local governments.
 

The issue of local government administrative capacity will be considered in
 

a later section.
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Meeting budgeting deadlines is not the only shortcoming of local 

government in Peru. There are problems in classification and recording 

which appear to be particularly severe in the case of the property tax and 

Intergovernmental transfers. In general, the property tax is designed to 

be administered and collected by the provincial capital. Powever, in some 

provinces some or all of the districts operate as collection agents for the 

provincial government. Some of the districts retain these collections 

rather than transfer them to the provincial capital. In such cases the 

collections may be listed as district property tax revenues. Those 

districts which transfer property tax collection to the provincial capital 

may or may not lict them as a local revenue source. Those that do will 

also list then as a transfer (Intergovernmental) In their expenditure 

account. In addition, some districts which do not record property tax 

collection as a revenue Item may lint the trarsfer of property taxes 

collected as a transfer in their expenditure account. Since district 

collections of the property tax are not consistently recorded, there is but 

a slim possibility of extracting accurate or consistent measures of revenue 

dependence or tax burdens.
 

The case is similar at the provincial level. The property taxes
 

collected by the provincial capital district will generally be recorded as
 

property tax revenues in their accounts. In some cases, so too will be the
 

taxes collected by a district which does not transfer its collections to
 

the provincial capital. In some provinces, tax collected by the districts
 

and transferred to the provincial capital. will be listed as property tax
 

collections on the revenue ledger. More commonly, transfer property tax
 

collections will be classed simply as transfer income in the revenue
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account. In such cases the entry property tax revenues in the provincial 

capital ledgers will be understated. Moreover, as it is -coumon" for 

provincial districts to list but one entry for transfers in their revenue 

accounts, interlocal transfers (district collection of property taxes) are 

combined with other (especially central government transfers) transfer 

receipts. As the property tax is a provincial tax and a transfer, these 

practices will certainly overstate the dependence of local governments on
 

central government transfer payments.I
 

Judging from statements of local, officials, the inconsistency in
 

budgetary classification of these Important items is in part due to the
 

lack of experience with accounting and budget forms. It is also due to the
 

failure to communicate the detail of aecounting procedures. But equally.
 

district gov:znments have little incentive, and in many cases, no capacity
 

to overcome these deficiencies. To them, accounting is a required
 

exercise, the rewards to which are limited primarily to its accomplishment.
 

Incentives could be designed to enhance atten~tion to scheduled
 

deadlines, However, there is no assurance that more accurate accounting
 

would take place. What is needed is a mechanism to induce local
 

governments to address government accounting with technical expertise and a
 

sense of the importance due the matter. The central government initiation
 
2
 

and rupport of the integrated provincial budget is a first step. However,
 

IAn a sidelight, this lack of consistency in reporting must call into
 

question any attempt to use local government budgets for either the
 
development of national aggregates like the national accounts or for broad
 
based comparative analysis like that of VanWalleghen ot &l.
 

2Article 55, Ley del Presupuesto de Is Republics, pars 1981 (Ley No.
 
23233). Lima. PerA, 1981.
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vhile all provinces could use the integrated budget approach, not all do 

so. The general conception is that integrated budgets are used primarily 

by the provinces where Department capitals are located and by some of the 

more economically advanced provinces. 

Even among those that practice integrated budgeting, the classifica

tion problems mentioned above would likely prevail. One must conclude
 

either that district and provincial governments lack the capacity to learn
 

and adhere to established accounting conventions or they have no incentive
 

to use them. As was indicated above, tying intergovernmental aid to the
 

compliance witb accounting requirements could provide the incentive.
 

Unless there in some monitoring of accounting practices, consistency and
 

accuracy of local govcrnment accounting will probably not be enhanced.
 

Even in the most advanced societies, accurate and consistent accounting ts
 

attributed to. the careful scrutiny aPsoclated witb regular and detailed
 

audits. That local governments are not confronted with the prospect of a
 

thorough audit of their accounting explains part of their poor performance.
 

Lack of routine audit procedures is an outgrowth of the neglect of local
 

governments characteristic of Peru's historical development. It could be
 

easily overcome by establishing an auditing procedure tied to the reporting
 

requirement identified above. The polic¢y IMlication t that an audit
 

process be tied into a budget reporting requirement-as a pte-requisite for
 

the allocation of central governmnt aid. Whether this audit function
 

should be placed at the provincial, departmental or central government
 

level to 4 policy matter that is of some significance.
 

While a move toward decentralization would seem to Imply that
 

accounting oversight activities like budgeting should be decentralized,
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there are contrary arguments. In particular, if the central government in
 

to support the decentralization effort by providing even limited resources,
 

It needs guidance, if it wishes to take a compensatory role and/or provide 

incentive for local resource mobilization. On either count, there will be
 

a need for consistent and accurate Information. If aid is to be channeled
 

to the poor there must be a means of accessing local revenue availability
 

in a way that accurately compares the resources of one district with those
 

of another. If incentives for improved performance are to be a part of
 

central government program, there is a need to measure and compare local 

revenue raising efforts. In either case, the fact that central government 

funds are limited and must be allocated amtong the departments, provinces. 

and districts dictates that considerations such as these be based on 

information that is consistent and comparable amonp areas. In this regard, 

a value of decentralization, i.e.. the ability to do things independently 

and differently, my be a detriment to the efficient realization of the 

general goal. Titus, It would seem that the review and audit of local 

government budgets, to insure conformity among them, should be a function 

of the central government. 

Local Government CaacIty 

Judging from the experience of the field visits, the issue of local 

government capacity cannot be simply resolved owing to large expertise 

differences even among provincial capital districts. In the larger, more 

populated districto, the local government will include either an accounting 

or treasurer's office or both, directed by personnel with the requisite 

qualifications, although the background and training of some staff members 
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may be lesr desirable. In smaller districts, including capital districts
 

of smaller provinces, the treasury and accounting function are likely to be
 

combined under the direction of a single individual working with a small 

staff or single aid depending or the size of the district. In the smaller 

outlying areas, including some small provincial capitals, the functions of 

bookkeeper, accountant, and t rianrer may be the responsibility of a single 

person who usually operates under the title of Treasurer. While the 

expertitoe and background of these people differ, they share t.he 

cbaracteristic of a wide variety of responsibilities including tax 

collection, bookkeuping, budgeting, district recorder and registrar. 

In outlying srnall rural. districts. the situation may be even more 

extreme, as, virtually all clerical operations may be the obligation of the 

P'ayor. 

It is our understanding that in th,-ie situations, budgetary operations 

are undertaken in collaboration with budget comiittees composed of local 

citizenry. While such committees may provide continuity to ongoing 

budgetary operntions, it is unlikely that they would have the formal 

training and background desirable. 

From this perspective, it would seem that the larger districts, and 

particularly those which are provincial capitals, have established a 

workable degree of management capacity which, with sufficient incentive
 

could be responsive to mgnageweitt improvement initiatives. Alternatively,
 

a program of incentives for improved management operations would likely 

have little effect on smaller, outlying governments with limited, in soe 

cases no, profesvlonal staff. The circumstance of the small districts 

dictate the attachment of an ancillary condition to the above given policy 
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initiative. The policy proposal here is that of the establishment of an 

ongoing program of technical assistance which would, on a recurrent basis, 

provide the districts with access to the technical expertise of gersonnel 

trained in bookkeeping and accounting. 

This access couid be provided by various means, including personnel
 

training, use of central or provincial government personnel and the 

provision of on site technical assistance. Whbile each may have their
 

merits and limiLatlona, it will be argued below that there may be 

particular advar.tnpaes associated with the existing expertise in 

departmental and provincial capitals. 

As has been indicate~d, the basic responsibility for budget preparation
 

lies with the district. However, at least some capital districts play a 

role in the hudget preparation of smaller districts. This is a result of 

legislation enabling the formulation of integrated budgerp by the 

provincer. Given that a mechanism for the provision of technical 

assistance--integrated budgets--in operative in at least Fame areas, it 

would seem that reasonable policy would reinforce and extend its practice.
 

The basic policy proposal is that the budgetary assistance, review and 

approval mechanisms inherent in the practice of budget integration be 

enhanced, expanded and applied to all local governments. 

Implementation in this case would seem to depend upon three basic 

conditions. The first is the establishment of these procedures as a norm 

of local government operation. This could be accomplished by a revision in 

budgetary law which converts an enabling provision (Article 55) to a 

statutory requirement. The second condition is the provision of technical 

personnel that would undertake the greater workloads and responsibility of 
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budgetary assistance and review. In some departments, this probably could 

be achieved by the addition of one or two trained accountarts working out 

of the department capital. In the larger departments, perhaps two such
 

specialists would be required. It may be tbht in some of the larger and 

more economically active areas, this assistance should be provided by the
 

provincial capital districts. Exactly how and where this assistance should
 

be provided is a matter which would require considerations beyond the scope
 

o this study. 

Aside froa,, tic expenses associated with the initiation of such a 

program, the recurrent costn would primarily be the personnel, some small. 

material supplies and travel. Even if an extensive prograou of assistance 

provincial capital were developed, the cost would seem manageable.Iin each 

While it could be argued that the resources necessary for this undertaking 

should be provided by the local government, there are a variety of reasons 

why that may not be appropriate. Perhaps most important is that many, 

perhaps, most, local governments simply could not ohoulder the added 

financial burden. The alternative, is that the necessaty funds be provided 

by the central government. As the strengthening of local government is a 

national objective, central government funding is consistent with national 

policy. 

One could estit,,ate the annual personnel cost at approximately 

262,656,000. This, estimate is calculated assuming that the program would 
require 120 full-time personnel receiving a bise salary of S120,000 per 
month (1980) adju.sted by other remuneration including family subsidy. The 
salary figure is slightly higher than that of some chief of departments 
In Cajamarca provincial gcOVerments. Annual salary cost adjusted by SI.520 
reflect the other rermneration. All data And calculation based on 
Cajamarca budget 1.980. 
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Another reason for the central. government assuming responsibility for 

such a piogram is to insure its consistent and effective operation in all 

areas. If such a program were left to each of the provinces or even the 

departments, it would be difficult to insure that all areas would be 

equolly served or that the budgeting practice:i would be similar in all 

'eas. By housing responsibility for the program in a single unit. it 

could be more easily assured that all local governments would be served by 

a standard set of practices applied by equally competent personnel. 

Finally, it is crucial to the success of the program that it be 

established in a framework which would elicit compliance and cooperation. 

On both accounts, current practices leave much to be desired. For example, 

fi 1979 only 459 of the 1,679 local governments complied with the 

directives (25-79-.FF/76-07 ar,d 26-79-EF/76-07) that they submit copies of 

their budgets to the Ministcrio de Economia y Finanzas. Beyond this, there 

are cases of local. governments whtlch repeatedly fail to coD'ply with the 

integrated budget procedure practiced in their province. Means to elicit 

compliance apparently are unavai1fible to either the MEF or provincial 

officialIs. Tn both cases, officials were of the opinion that their means 

were limited to frequent re-issue of unanswered requests. Certainly if the 

technical assistance were to be provided at no cost to the districts, the 

possibility for improved performance would be enhanced. However, this 

alone may not be sufficient for it does not alter the incentives which so 

far have not been strong enough to entice anything like universal 

compliance. Clearly some incentive mcchanism is necessary. There exist a 

variety of possibilities. However, from the point of view of efficiency 

and ease of operations, the best would seem to be one built into the 
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structure of the operation, i.e., budgetary procedures, and one which is 

automatically triggered when the desired outcome is achieved. In this 

regard, a st.Lpulation that intergovernmexital transfers or some part 

thereof, not be made available to a district government until their budgets 

had been filed anl approved, would have both the above characteristics and 

the force of a strong incentive. Thus. the policy suggestion is that a 

sysqte. Ing_ and accounting technical. assistance to district 

governments be establi shed at the department and/or provincial level and 

that the Lransfer of central. government aid funds to local governments be 

contingenL u|on their orapliance with regulation governing budget 

preparation as verified by an accounting audit pet-formed by fiscal officers 

Ir,and of the central .overament mInIstries. 

Pud&tary Procedures 

There are two factors related to budgeting which likely will reduce 

the possibilities that local districts will enhance or expand their efforts
 

to mobilize local resources. The first is regulatory and precluded local 

district participation in long-term planning and capital investments. The 

second is procedural and may account for the apparent lack of initiative to 

mobilize resources in at least some provinces end districts. 

Balance Carryovers 

One line item in the revenue side of the current accounts budgets is 

identified as balance carryover. This is not an unusual entry in revenue 

accounts. limoever, it appears t,,.t many of the smaller and outlying 

districts have interpreted it in a particular fashion. To the extent that 

they have pro.creted unspent funds at the beginning of a budget year, they 
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are entered as a part of revenues they anticipate spending in the coming 

year. There is nothing inherently inaccurate with this and it is a
 

budgetary law that balances resulting from central government transfers be
 
1 

treated in this manner. The fact that local governments do not feel. they 

can accumulate unspent balances over time simply means that they won't 

build up reserve funds. Since most capital spending occurs infreauently 

and requires large sun,,, district governments without savings will not 

likely be much concerned ,ith investments. In addition, the field visits 

indicate that the relation of the districts to the banking communtity is not 

conducive to accruing investment funds. As frequently stated, districts 

receive no interest on the bank deposits they may have. Their lack of 

concern with saving is no surprise. Indeed, the sumart money manager would 

rather spend his money before Its value is eroded by price increases. That 

the actions of local officials should not conform to those of an aggressive 

forward-looking planner concerned with augmenting the nation's capital 

stock, should not be considered in any way perverse. Tt is likely that 

their actions are coiislstent with incentives that not only constrain their 

ability to build up accounts for investments but also to spend before the 

value of their funds is eaten up by inflation. Given the circumstances, 

they may be operating rationally. Whether local officials could be enticed 

to accommodate thjoe who hope for greater investment in building the 

nation's infrastructure, cannot be said at this point. What should be 

noted is that local officials operate In an environment which is not
 

conducive to a long-term perspective.
 

ILey del Presupuesto de la Republica, Ley No. 23233 Articulo 61.
 



Appropriate recommendations must be that the conventions,
 

institutions, regulations and the like which actually govern the behavior
 

of local government officials chouid hc carefully evaluated.
 

In this regard, it is likely that the relations of local government 

officials with the banking community will be judged deficiesit. The 

recommendation is for a municipal development bank much like those which 

have been established in many other developing countries. Although it is
 

probably true that municipal, banks can be an effective too] for mobilizing 

district initiatives and resources, there are important questions about the 

capitalization, operation (e.g., nature of technical.) and banking functions 

(e.g., subsidized .loan terms and deposit interest rate,) which dictate that 

the potentisl of such a bank be based o a careful evaluation of the 

operating environment of local government. As such an eviiluation has yet 

to be undertaken, immediate efforts tri establish such a bank would be 

premature. The .- recommendation is that establishment c] aap riate 

municvpal_ development bank be considered only after the variet of 

alternative,., for capithlizal.ion for types of tehnical, assistance, and 

local 'oyera4nt ritc4ati.onhe considered in relation to the 

insti.tutional environment In which Peruvian local overnment operates. 

Such cc-isideration must be built upon a detailed evaluation of the fiscal 

capacity (if local governmelnts, their potential. to take advantage of 

tochnical assitance, the structure of intergovernmiental relations; and 

these must be roiin1.dc:cd in light of the relation between them and the 

variety of posible ac.tivities of a develol,.'ent bank, loan terms, 
feasibllity studlets, project selection criteria, contracting procedures, 

e t 



Provincial Subsidies
 

As only a small number of provinces have been visited, and then only 

briefly, It it difficult to say much about the provincial budgetary
 

processes. However, there was variety among them: one, a deportmental 

capital, one growing, one isolated and rural; two practicing integrated 

budgets and one not. Moreover, the budgetary officers in the districts as 

wed.I as government officlalb in Liwa believed that the budgetary procedures 

In the three areas are representative of most, if not all, provinces. 'Af 

this is the ctcse, there i.t nn element of budgetar. operations which, vith 

the exception of capitol. districts and some isolated rurvl districts, stems 

auy inclination that disterictn may have to raise taes or user fees. 

Ploreovcr, this same process may affect the distribution of Central 

government aids, 

According to Article 52 of the national budgetary law, .district 

budgets must be approved by the provincial capital.. i isolated provinces 

not practicing integrated budgeting, thit, oversight function may be 

mintmally operntive. Altervatively, iwt the larger provincet: which have 

implemented integrated budgetn, capitat] districts' review of budgets 

appeari; to be regultr and systematic. The degree of conformity appears to 

be relared to tbe size of the districts. Larger districts generall ..adhere 

to the use of stnndard butdget forms, while smaller di;;trictv are Ruch J.erin 

complinnt: witi- standard procedures, to the extent that. lettert; of petition 

commonly are sulmitted in place of budgets. In provinces riot employing the 

integTrated bud.et, districts may exercise a degree of autonomy such that 

the provincial enp:ita] become's informtid of budgetary situations only if the 

districts submit a request tor fInancial aid. 
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At least in the areas visited, local governments view the provincial 

capital as the principal source of outside financial support, particularly 

In regards to financing of their current operations. On the basis of 

field visits, it appears that this perception is both accurate and shared 

by the provincial capital governments. That this is the case would seem 

consistent with their actual position in the municipal fiscal structure. 

Provincial capitals have the responsibility of approving district budgets. 

They may act as the treasury for local governments and through the property 

tax they have command over a province-wide tax base. These circumstances 

have importance, for they may, and in some areau do, retard local district 

initiative to raise revenues and mobilize resources. This follows from the 

fact that if ant when districts anticipate a budget deficit, they turn 

first to the provincial capital. Having control of the property tax and 

being the primary recipient of aid from the central governments, the 

provincial governments view support of the districts as one of their 

functions. In fact, the majority of the current operating expenditures of 

some small districts are funded out of subventions from the provincial 

capitals. The dependence on provincial subsidies of other districts, 

particularly the larger ones, is not as great, but in many cases it is 

still substantial. The import of this dependence is that it does not breed 

initiative in district taxation. To be sure if a district increases the 

revenues it raises, it could use them to reduce anticipated deficits. But 

1It should be noted that districts also recognized the role of central 
government and its agencies and the Departments as sources of financial 
support. However, they perceived their roles primarily in relation .o 
major construction activities. 



84
 

raising tax rates and tasas or the increasing of collection efficiency may 

be of questionable advantage to the district. These activities may just 

reduce the amount of subsidy it receives from the provincial capital. 

Moreover, such efforts are costly and, the greater the cost, the greater 

the tax burden imposed on its residents. The number of district mayors 

that are willing to increase their tax effort, with little assurance of 

being able to provide more or better services, must surely be small. But 

such disincentives are not inherent in the nature of intergovernmental aid 

to local governments. Tndeed, the experience oi other countries has shown 

that intergovernmental aid programs can be str-actures to increase revenue 

mobilizing efforts and expand service levels at all levels of local 

I_
 
government. That the system of Intergovernmental aid iv Peru may not do
 

so, could constitute a serious impediment to the country's efforts toward
 

decentralization, to enhance local government operation, and to stimulate
 

the process of economic development.
 

RegrPtfully, knowledge about the structure and impact of the existing
 

programs of intergovernmental aids does not provide a bufficient base for
 

the development of specific recommendation. But this can be taken as
 

indicative of a need for serious concern about the newly initiated efforts
 

for decentralized development. Clearly, the possibilities of their success
 

depend on the nature of the environment in which they are to operate.
 

Whether the new efforts will effectively mesh with the operational
 

1Roy Bahl, "Human Settlement Finance and Management in Less Developed
 
Countries," unpublished manuscript prepared for the United Nations Centre
 
for Human Settlements (HBTAKT), December 1979.
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circumstance of local goverment cannot be said. Simply stated there is an
 

urgent need for a serious review of evisting intergovernmental aid programs
 

which considers carefully the positive and negative incentives they provide
 

for the mobilization of local revenue.
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APPENDIX A
 

End of Trip Report David Greytak
 
Lima-Cajamarca, Peru Local Revenue
 
March 9-20, 1981 Administration Project
 

Syracuse University
 

The purpose of this trip was to undertake an initial assessment of (a) 

the availability of local government budgetary data. (in particular-revenue 

and expenditure data), (b) the budgetary practices and capabilities of 

district and provincial governments and, (c) the fiscal circumstances of 

local governments. Originally it was anticipated that this two-week trip 

would involve on-site visits to district governments and provincial capital 

district governments in the departments of Cajamarca and Junin, to various 

central government agencies and offices in Lima. The trip to Junin had to 

be cancelled because the rains precluded travel to Huancayo. 

Travel to and within the Department of Cajamarca was slow and 

difficult. The roads within the Department, while servicuable, were badly 

damaged in many places by the rains. As a result, what under normal 

circumstances are long and uncomfortable trips, became protracted and 

a.duous journeys through rain washed gullies and over pot-holed trails. At
 

one point in mid-trip we experienced a three-hour delay as we waited for
 

the waters to subside at a washed out bridge.
 

A second factor which hampered the work effort was the summr work
 

schedule. The closing of government offices at 2 p.m. o'clock in
 

conjunction with the extended travel times greatly restricted the
 

opportunities to undertake interviews in Lima and to visit outlying
 

districts and provinces.
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Interviews were undertaken and some assorted data were collected from 

three provincial capital districts (Celendin, Cajabambe and Cajamarca) and 

three outlying districts (Jose Glves and Sucre in Celendin, and San Marcos 

in Cajamarca). Mayors, secretaries, treasurers and/or accountants were 

asked about budgetary practices and revenue and expenditures performance. 

They were queried about their districts/provinces and what they knew of 

other districts/provinces. In every instance we were ImpresseA by the good 

will and cooperation of all the officials interviewed. The major 

impressions derived from the interviews are presented in what follows. It 

must be emphasized that they are based on a selected set of local 

governments. They should be verified, amplified and/or amended by 

additional study. lowever, it should also be noted that the impressions 

from the work In the province are consistent with information provided by 

central government officials in Lima. 

Marked differences In the level of budgetary technical expertise exist 

in the areas visited. The background and training of personnel and the 

overall quality of practices are generally better in the larger Districts. 

In smaller outlying districts it is often the case that budgets are the 

responsibility of the mayor or his secretary if he has one. There is an 

acute awareness of the lack of budget and accounting expertise in these 

small areas. Larger Districts are often served by an accountant and/or a 

treasurer although in many instances they may have little formal training 

for the position. In the largest area visited, the size of the staff is 

ample and the staff em'bers capable. 

Integrated budget practices are in effect in two of the three 

provinces. Thus, the provincial treasurer's office prepares a single 



budget for all districts in the province and complies with the accounting
 

and reporting requirements of central government agencies. Where
 

Integrated, budgets are not prepared by the provincial capital district.
 

Each district in the province is responsible for developing and filing
 

budget reports with the relevant central government agencies. What seems 

clear is that there are a variety of practices in effect and the reporting 

and monitoring of budget practices Is uneven and, perhaps in many aream, 

weak. The Miistry of Economics, Finance and Commerce has verified this. 

They calculate that depending on the year, only 50 to 70 percent of the 

districts comply with the requirement of filing budger with the ministry. 

Mhile it appears that the provincial capital. distiicrr keep r,file of 

their own or the provlnce's Integrated budget, su~h is not alweys the case 

with the smaller Districts. This, in combinatiou with the fact that not 

all budgets are regularly filed in Lima, implies it is unlikely that a 

comprehensive set of budgetary Information going hbtck beyond a year or two
 

could be obtained. Comprehensive budget data is likely to he obtained by 

on-site budget collection in combination with the estimation procedure 4sed
 

in the calculation of national accounts data.
 

All local governments seem to feel that they lack the resources to do 

much more than their current level of services. With the exception of the 

district in the province which doesn't practice integrated budgeting, all 

felt that they had little, if any, dutonomy in matters related to raising 

revenues or service levels. 

There is consistent agreement in regards to the property tax.
 

There is the feeling everywhee that there is both underevaluation and low
 

collection. Similarly. it is believed that there is little incentive
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and little to be done on the part of individual districts to improve the 

property tax. The causes underlying the poor property tax performance are 

the reliance on self-assessment of property values and the lack of 

sanctions which can be imposed on those who do not comply with appropriate 

property evaluations and/or those who do not pay their tax bills. 

These impressions, tentative as they must be, imply that the fiscal 

circumstances of the districts and provinces could be improved. It seems 

that the development of accounting expertise, some alterations in the
 

structure of the property tax (provision and application of effective
 

assessment, reporting, and payment mechanst.s, and effective sanctions) and
 

more conistert accounting and reporting practices would greatly enhance
 

the operation Lnd evaluation of the local government fiscal structure In 

Peru.
 

Finally, the limited data that has been collected will form the basis 

for a preliminary analysis of the fiscal circurstances of local 

governments. This report when complete will be submitted to Profesior 

David Robinson, the representative of Syracuse University, Local Revenue
 

Administration Project in Cajamarca.
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Appointments and Interviews David Greytak
 
Peru Local Revenue Administration
 
March 9 - March 20. 1981 Project
 

Syracuse University
 

3/9 	 Lima
 

Robert Kent, Resident Municipal Advisor, Junin
 
David Robinson, Resident Planning Advisor, Cajamarca,
 

Syracuse University, IRAP
 

3/10 	 Paul Vitale
 
David Flood
 

USAID
 

Julio Cianells, Resident PlannIng Advisor, Junin
 
Nelly Acevedo, Planning Assistant, PRODERITN,
 

Syracuse University, LRAP
 

3/11 Fernando Realegin
 
Nladys Leon
 

Instituto N.ctonal de Planificacton
 

Cehar Lara Garay, Director, Direccion General de
 
Presupuesto Publico, Ministerio de Economia,
 
Finanzas y Comercio
 

3/12 	 Celendin:
 

Renan Clodonse Sanciez Izquiedo, Alcalde
 
Luis Mort Muior, Tesorero
 

Distrito de Celendin, Capital de la Provincia
 

Jos6 Calves:
 
Temistodes Ladena Diza, Alcalde
 

Distrito de Jos' Galvez, Celendin
 

Sucre:
 
Eugenio Alvarez, Alcalde
 

Distrito de Sucre, Cajamarca
 

3/16 	 Cajamarca:
 

Letelier Has Villanueva, Director Ejecutivo,
 
Proyocto de I)esarrollo Regional Integrado
 

Manuel Noriega Valera, Alcalde
 
Carlos Rival Davila, Director ot Plnuning and Development
 
Luts Mendoza Ilaesa, Jefe de Caja,
 

Diatrito de Cajanmrca, Capital de In Provincia
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3/17 San Marcos: 
Alberto Mendoza Garcia, Secretary-Treasurer, 

Distrito de San Marcos, Cajamarca 

Caj abamba: 
Jose Fidencio Gamboa Huannan, Contadors Distrito 

de Cajabamba, Capital de la Provincia 

3/18 Cajamarca: 
Sr. Palacios, Engineer 

Proyecto de Desarrolic Regional Tntegrado 
Luis Mendoza Llacsa, Jefe dc aJa 

D)istrito de Cajamarca, Capital de la Provincia 

3/20 Lima: 
Cesar ,ara Garay, Director 

DireccilnGeneral de Presupuesto Publico, Ministerlo 
de Economia, Finanzas y Covercio 
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