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local resource wmobilization decisions are not maae in a
vacudam, but are one aspect of a system to finance and deliver locad
services.  Properly structured intergovernmental relations between
the Ceatral CGovernment and the local Governments (Governorates,
Marakaz, and Villages) are the key to developing a local resource
progrwn vhich can provide the wherewithal to improve operation and

maintenance expendituces for services, equipsent and infrastructure.

In Egypt, these intergovernnental relations atfect the nree
major parts of the local government budget system:  expenaitures,
revenues, ond intergovernmental aids.  Each i depenaent on tue
other and the inteat of government policy will be weakened unless
all three clements are considered as essential parts or an overall
central  Jocal  poveroment  finanical system. A coange in  oue
conponent of the systen nwst be evaluated in terms ol its lmpsct,
positive or negative, on the other two caiponents ol tre ifinancial
system.  Thus, it is imperative to sec that the three be asuressed

as a package.

Consider an example affecting each of the three components of

the system. Enhanced authority over setling local expenditures
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could lead to little change in behavior because the centrai
authorities could adjust the subsidy to offset Jocal aclions.

Greater flexibility in wobilizing Jocal revenues will not penerate
new revenues unless local people believe they cun actually incrcase
expenditures, and dmprove services in accordance with their own
priovities. ‘There is little meaning to a change in the. subsidy
structure if central officials retain final decisions over iocal

expenditures.

In this paper, the intergovernmwental aspects ot receipt ov
local revenuss, granting of central transfers, and cxpenditure of
funds are deseribed and the problems the system creates tor local
resource mobilizalion are listed. 1Tne focus here is on current
revenues (Bab 1 and Bab 11) and current expenditures (Bab 1 and pao
I1). A similor analysis for investment expenditures and financing
could be undertaken, while realizing tnat tne Ministry ot rianning
would ba the appropriate place for dialogue. ‘Ihis is nol tne proper
contest for a detailed analysis of revenues ond expendilures, so
only the relevanl aspects are describad.  ‘The paper suzzests, for
the consideration of GO policy makers, a frawework sor consiaering,
the restructuring of central-local fiscal velationships. rurtner
analysis of the issues discussed below, both during and alter tpe
DS5 11 design effert, is heartily encouraged.  The results snoula
led to improved fiscal performance and accountability vy local
government with corresponding gains for the COE's overall national

development programn.

The main conclusions of this report are:
A. (OE  policy makers should consider the feasibility or
restruc uring  centful = local  (i.e. governorate) fiscal

relationships to wore fully align the CUL fiscal system win
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the substantial administrative and management responsibitity

- already granted to Governorates under various iegislation.

The key ministrics responsible for addressing and introducing
improvements in the fiscal systen arve Ministry ol Finance ana
Ministry of Planning. ‘The Ministry of local Govermnent must
be supportive of decentralization, but is not the main actor

in fiscal decentralization.

The components  of  the local fiscal process, 1i.e.,
expenditures, revenues, and intergovernmental aid, should be

restructured as a package, not as indepengent elenents.

The focus for expenditure decentralization and increased local
expenditure  responsibility must  be greater coulrol over

non-wage recurrent expenditure (Bab 11).

Substantiatly increased local autnority over tne use of
revenue  sources  and  selection of rates 1is essential to
decentralizat.ion.

Transfers from the Central Covernment should be structured so
that there is a cost reiwbursemeat transfer to finance wiges
(Bab 1) and vevenue sharing to partially finance otner
recurrent costs (Bab 1I). A formula should be used to

distribute the revenue sharing grent.
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NPENDITURE PATTERNS

The local govbrnmbnt bngcL process beging with submission ot
arg propooeo budiet to the ? Ministry of Finance by the sum of all local
governments in a governorate.,  The actual budget whicn leaves the
Ministry oif Finmace for hizher approval is determined by exanining
requests for all governﬁcnt entities (not just Jocal governments)
relative to availeble resources. FEach governor has the opportunity
Lo negotiate with the Minister of Vinance on nis budge but tne
Governer does not have ability to seot his buaget. Govcrnorates and
villages only have direct control over severai small funds incluaing
their Local Scivice and Development funds. tnis iudicales tnat tpe
basis for the Jotergovermmental f{iscal Linkages, that 15, tae
scttivg of expenditure priorities, is outside the cirect control of

local officials.

local current expenditure budgets are doninated by tne bab |

wage account (sce Table 1). More than 85 percent of tne total b

1.89 billion for the FY 84-85 budzet is for WasCs and the ranainder

s for vecurring nen-labor cxpenditures (Bab 11).  ‘Ihe preponderance

of wages in the budget is substuntially the result of Guw policies
to guarantee caployment o all graduates and then to decentralize

those hired.*  Unless cxployment policies are changed, the Locus ot

local expenditure options must be Bab I1. Nole that high Bab 11

expenditure  shares are found in the eight least populated

governorates.

*Actually, it is uncertain what woula happen to the wage oudget ir
local govermuents hired only those people they desirea, but paid

them market wage rates.
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Table 1. Expenditure Budget Share
|

Governorate, Bab I Bab IX Potal Corrent pucuoey
1. Cairo 8l.8 18,2 209,832,224
2, Giza B4.2 15.8 B2,522,757,
3.  Qaliubia . 85.9 14,1 85,376, 784
4. Rlexandria 83.6 ‘ lo.4 122,839,335
5. tatruh 71.4 28.0 10,514,939
6. Beheira 82.3 11.7 100,200,913
7. Gharbiya 88,9 11.1, 129,377,208
8. Menufia 90.9 9.1 100,800,275
9, Yafr E1l Sheikh 87.0 13.0 ‘ 2,251,444
10, Port Sfaid 69.1 30.9 44,290,513
11, Ismailia £l.4 . 18.6 31,045,086
12, Suez 72.3 27.7 21,915,507
13. North Sinai 70.3 29.7 18,048,873
14. South Sinai 59.6 40.4 8,220,480
15, Red Sca 59.6 40.4 ©11,704,1%2
16. Sharqgia 86.5 13.5 139,337,170
17. bagablia 90,2 . 9.8 133,012,743
18, Damietta 83.5 16.5 35,138,355
19. Fayoun 82.8 17.2 . 58,95u,758
20. Beni Suef 88.5 11.5 bd,583,024
21. Minia 88.4 11.6 89,525,234
22, Assivt 87.9 12.1 76,723, 651
23. Sohag 88.8 . 11.2 94,738,321
24. Qcna © 85.4 14.6 83,920,443
25, Aswan 80.9 19.1 53,991,008
26.  New Valley T 73.3 26.7 16,203, Loy
TOTAL 85.1 14.9 ’1,888,603,000_

*Source: Government of Egyot Budget, 198.-g5
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REVENUE SOURCES FOR EGYPTIAN LOCAL GUVEEINMENTS

Table 2 illustrates the major reveaue sources for local
governments in the 1904-85 buiget. Sovcrcig;nty revenues, providing
5.5 percent of local bulgets, are taxes levics nationwice at a
constant rate for the use of the local governments. Included are
the land, building, and vehicle taves. Shared .taxes are tne snare
of joint vevenues and the share of the joint fund, both of whicn are
financed with a surtax on imports and exvorts, and winich raise a
corbined 9.7 pevcent of local funds. Cne half of (he surtay poes to
local governments where the tax is collected  (share ol Joint
revenues) and the other half less LE one million is allocated ny the
Ministry ol Local Govermment (share of the joint f{und), A tax
shared by the {ive governorales bordering the Sucz Canal (Lort Said,
Tsmailia, Suez, North & South Sinai) is also included nere.

Other current revenues and fees include utility user lees,
many small taxes and fees on itans suchi as bicycles, dogs and work
animals, quarrying toxes, and miscellancous  revenues. vonuinad,
these sources generate 3.6 percent of revenues or Lo 71.2 million.
Revenues  for  Cairo  and  Alexanaria  wWater Conpanics  and  other
institutions that are scl up as Service Aulnorities or Public Sector

Companics, arc not in these statistics.

Revenues from other local activities are the Local Service ana

Developzent Funds, the Econony Housinge Funds, and- tne Cleansine

(] ‘ [

Fund, ‘These are reported in the budeet so tnat Lhe riinictry ot
i o J

Finance has information on the amounts -involved. Despite tne rapid

growth in these funds, thev provide only 3.7 percent of pudgetea

revenues.
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Tzlble 2. Revznue Shares Tor Selacted Outeguricc, by Governorate, 1934-d5
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1. Totals may not egual 100%, due to rounding. Total revenue equals toral
exponditures, {roca Table 1. .
2. Sovereignty revenues minus the chare of the joirt fund and minus the share

O deint revenuszs,

Yy

1Cint revenues.

3. Share ol i1he joint fund nlus SRy 3
: 2

3
m
19}
i
(5]

)
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t
4., Bab II yevenues includoe locally levied texes wnicn are in the central
budget. Catcgory & of tnis group has oeen exeluded.
T

5. This itenm fncludes the Lozz) Servic:e ang Developuent Fund, the Economy
A l.nn oFunl. :

in thez pudgel document.
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The central subsidy dominates local revenucs, providing 77.4
percant of total budget. 1he colum labeled central subsiay
includes all itoms which are techinically regarded as a transier to
the lJocal governments, and though it appears in the budgel document
as a single time, it is more than one trensfer.  ‘lne overall
grant-in-aid progren can be interpreted more broadly to incluae
other reveaue categorics listed above.  For example, the sharcd
taxes arc a type ol revenue sharing. aibined with tne central
subsidy, this means thal 87.1 percent ol revenucs are part ol tioe
grauts systom.  Further, the sovereignty reveaues arce nationally set
taxes and are not urder direct control ol tne local pLoverancnts.,
Evidence of this is that the local govermmenls can only keep  SU
percent of sovereignty revcenues collected above the budsel,  riany
local  officials also wvegard  these  sovereipaty revenues as  a
transfer.  This means that local govermients actually nhave, witnin
limits, somr direct control over sctting tne revenue sources 10r

only 7.5 porcent of revenues.

Generally, the central subsidy provides a signiticantly
below-average share ol revenuss in those governorates wnere Lne
shared taxes (colunn 2, 7Table 2) or revenues Irom otner Jocal
activitics (columy 4, Table 2) are* signiticantly above average.
Frequently, the same governorates have high percentages for cacn ol
these categories (Cairo, Alevandria and four of tne five Suez
governorates).  Ihis is mainly because one-halt of tnhe surlax oo
fmports is allocated eccording to situs (i.e. location) ot
collection and the tax becomes incident wnea tne poods 1irst lana in
the country. The special tax for the Suez Cenal exacerpates tne
importance of the shared taxes in the Sucz governorates. Also,
these appear to be governorates which have chosen to use tne Local

Service and Development Funds. Cairo's low central subsidy is also
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the result of significant sovereignly revenue collections  for
building and vehicle taxes. 1t should be noted tnat tne more rural

zovernorates gencerally have relatively larpe central subsidies.
) 5 8

EVALUATION OF GOE GRARLS

Roy Dahl and Johaanes Linn developed a system for calegorizing
the grant-in-aid prosrons of developing countrics according to a)
the method of determining the apount to be granted ana b), tbe
method  of  distributing  the total grant  amount  aemong  local
governments,* .

Toe nothed of determining the total prant amount for all local
povernrents cin be use of a shared tax (local govermacnls vecejve a
percentage of  central tax revenues), ad noc  (central sovernaent
decides each year on the total graat amount), or reimourscient Lor
costs imposed.  The moathod of aistributing the total grant across
local goversionts can be on the basis ol where IOVenues  are
collected, =21 hoc, formula determinod (objoective criteria are used
to distritute the  prant), orn cost reinursenent., ints
categorizaticn is useful for interpreting the systen operating in

Egypt end is prosented in watriz forwat 'in Table 3.

*Roy  Bahl  and  Johannes  Limn, Urban _ Public  Finances  ana

Adninistration in Lese Doveleped Countrics, unpublishes nanuscripl,

cited in Roy Bahl, "Iuterpoverwrantal Crants in tangladasn', Zilla
Roads/Local Finance Project, Interim Report wo. 10, Novcipor luys,
p. 115.
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v Table 3: Eeyptian Revenue Structure
1 PRy

Type of Grant

Method of

Dictribution Cost Adhoc Tax
Reimbur senent Sharing
Cost Bab 1
Rediburesment Wages
Formula
Ad. Hoc Bab 11 Gasoline tax
Joinl runa ]
Site(lozation) Joint revenue
of collcction : txcess Soverelgnly
o revenues

Four basic GOE grants will be discussed here:  tne vasic
centrally provided subsidy, the shared taxes(yoint tung ana joint
revenues), the excess collections of local soverelipnly revenues, and
the highway fund(gasoline tax).  The total cnount o the pasic
central cubsidy is determined partly as a cosl retoourscaent  tor
some Bab 1 expenditures and partly ad noc (particularly tnose
related to Bab 11).%  ‘Ine central governsient's ceployment policies
which Tead to massive hirings, and distribution ol nwiny employces to
Jocal governnents, require a large central subsidy Ltor pap 1 as a
cost reimburserant., Tne distribution ol tnis grant across
governorates is also meant as cost raimbursemsnt ror béo i(tapte
3).  lhe basic transfer for bab -1l is aqistrioutea across

governorates in an ad hoc fashion (Table 3).

*The implicit assunption in this discussion is thal tne supsiay can
be separated into two components. 1his is qualitatively true, but
is not quantifiable.
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Transfers from the central government which are meant as cost
reimburscment  bear a relationship to central government revenue
groath to the extent that the (GUE salary policy s relatea o
revenue growth. Jut since these cost reimburscaent transters are
the result of GO employment policies, they are outside our current

interest and will be discussed no further.

The central subsidy which is oriented towards sap 11 bears no
fixed relationship to GOE revenues. ‘Jne result s inasequate
revenues Lo finance bBab TI  becavse nonlabor  expenaitures ana
particularly those for maintenance are the casiest to cut in a
budget crigis. This ad hoc grant system hinders financial ana
operations plaming as the local govermtents are unable to preoict

resources for the following ycar.

The most dmportant basic shared taxes are the joint tune ana
the joint revenues.  The amount of money to be aisicibutes  is
determined by eurtax collections, so in tnis case, Lhe LoCal
governments do share in some central revenue grosth. A recent worlu
Bank report indicated that the revenue growth trom import auties is
slightiy inelastic, indicating rcvenuces increasca slower Lnan Gy,
Thus  this sharing is lor a slow prosing tax.,  Ine o1sirisution
across governorates is based on orizin ob collections 1lor joint
reveriucs and is ad hoc for the joint iuna (lavle 3). wistripuCion
by origin of collection can be incquitable because point  of
collection presunably bears no relationsnip to revenue neea, but tne
joint fund is partly allocated to olfeet tnis probien. Cairo ana
Alexandria governorates, for example, are budgeted to receive none
of the joint fund, while they are méjor recipients of  joint

reveaues.  These shared revenue sources are likely to pe more
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effective in providing adequate revenuss and stimulating tinancial

] R . .

lanning, than the central subsidy, because of the better growth and
) \

predictability.

All local sovereignty revenues can be thought of as snarea
taxes wocre the resources  are  distributed by  location ot
collection. The sovercignty revenues are  collected © in the
governorates by the Ministry of TFinance and are forwarded Lo Lne
Central Governwent.  The amounts appear 1n Lhe buoget, oul  are
little dilferent fran a transfer. focal goverpments are, however,
permitted to retzin one-half of any excess collections avbove tne Lax
estimates included in the pudpet. ‘This cxcess is depositca 1 tne
governorates' Local Services and bevelopment Funds.  vata reporteud
in the Decentralization Sector Asscssment indicate tnal Lhis excess
was the larpest rvevenue source lor the funus in Giza ana rienutly,
Again, this is a shared tax where he share is based on all
sovereipnty taxes which are defined as local ana the gistrivution is
by origin of collection (lable 3).  This sharing stinutates local
collection of sovercignty revenues euad  encourdges  decentrallzed
finonciol  planning, as it provides revenues lor  tne  locully

controlled fund,

Seventy  percent  of a  two-piaster tax on  gasoline 1s
distributed by the Ministry of Local Government for highiay
construction and mzintenance. The total grant to be distributea is
determined by the shared tax and tne distrioution across
governorates is ad hoc (Teble 3). 1his grant should be reaconaoly
effective in stimulating {inancial planning, unless the ad noc

distribution changes radically from year to year.
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EVALUATION OF EEFFECTS OF INIHRGUVERNAENIAL
RELATIONSHIPS ON LOCAL FISCAL AUTON)MY

The key question in Fgyptian intergovernmental  tiscal
relationships is; can local governents undertake riscal planning,
and determine their own expenditures?  Sullicient data are not
avallable to determine the degree to which local govertinents control
expenditures.  As noted above, local governronts subait a proposcd
budget to the Ministry of Finance and the budget sent fLrom the
Ministry for further aproval is negotiated belwwecn the Covernor and
the Minister. Clearly, this indicates 1imited Capacity al best for
local leaders to determing cxpenditure levels and specilic uses.  at
the sanc Line, local lewders do have Input o Lhe decision procuess,
My judgment is  that Jocal  leaders (particularly the Governor)
probably do influence cxpanditure iecisions, LUt in a controllea
fashien ard thay are probably unable to achieve cpenditures woien
arc more than nowinally dilferent fron what tne Ministry ol rinance
is plenning and what other Hoveruorates are doing.  Ine situation is
exacerbated as Jocal government eiployees feel dual attegiance to

the governorate, markaz or villagze and the line ministyy,

An equally  dmportant and closely relatea question is, can
local govermionts mobilize additional revenues  and traonster tnese
Into increased expenditures, or do aaditonal focal revenuzs result
in a lewer subsidy from the Central Government? For example, could
a local uvser fec for water be inposed and tne revenues used to
improve opcration and wmaintenance of a local system? ‘lne aa noc
nature of the central subsidy and its dominance of revenues maes
this question onz without a simple answer. A high official in one
Governorate indicated that local taxes are collected on the basis ot

ability to tax, but bear no relationship with expenditures. ‘ne
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local ewpendipure budgets are set based on some judgment o
cxpenditure needs. This supgests that, with the exception of tne
local  Scrvice  and  Developwent  Fund, local  governmonts — are

adminictrators and cpenders, but not really revenue generators.

Some information on the linkage betueen expenditures and
revenues can be found in statistical analysis. ‘lhe correlation
between per capita expenditures and per capita local goveriment
revenues is gencrally about 0.7, with a slight difference occurring

as different categories of expenditures or revenues are used (pased
on the 1934-85 budzet and 1983 population).  lne only real
aberration is that Pab 11 revenues, wnich are those basea on locally
fmposed rates and bases, have a .88 correlation witn per capita av
11 expenditures, Lach ol the correlations is  statistically
different fron zero.® A correlation which is not statistically
different from zero vould wean that expencitures arce not nigher o
governarates  whose  revenues  are higher, and  vice versa. 1Nn1s
provides casual evidence that higher Jocal revenues are relaled Co
greater cxpenditures and lYimited ovidence thal thesc expenditures
are wore likely to be for Bab 11 categories.  Bul these resulls Ao
nots prove that expenditures are higher where vevenues arc higher.
Auother  possibility  is  that  vevenuzs  are hipher in.. ricner
governorates, and the political power to atlvact higher expenditures
is also concentrated in the rvicher gevernorates.  ‘Ihis woula mean
that the correlation indicates no causality. Also, increaseca local
revenues could be partly reflected in increased cxpenditures at the
local level, but the prioritics for the spending, nay be dilterent

fron those anticipated by the local officials.

*Each correlation is statistically different from zero, put the .s8
correlation is not statistically different trom most otner

correlations calculated.
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PROPOSED SIRUCTURE FOR INTERGOVERNMENTAL FISCAL RELATIONS

The substantial progress made by the GOk to decentralize
dccisiénrlnaking to local goverhmont over the past several years
cannot dovelop furhter until chenges occur  in the Chree major
compenents  of  fiscal  velations: expenditures,  revenues,  and
grants-in-aid. Recommendations for changes in cach ob these Chree
avcas are provided seporately  below, but these three must  be
addressed as a pockage.  Modificalion in one, without appropriate
changes in the other would bz fruitless.

The following $04als are sugpested ror tiscal
decentralization:

a) to allow greater locul control over expenditure decisions;

b)  to improve local fiscal planning;

c) Lo improve local service delivery, particularly oy
allowing batter opuration and maintenance oL
infrastructuie;

d) to increase locel asocountability lor service celivery;

e) Lo cihunce the capacily and desire Lo wobilize resources
locally.

These geals are  the " basis  lor tne recounendalions  ior
restructuring central-local ficancial relationchips. 11 considerncd
appropriate by CGOf policy mukers the rvecomiondations waicn are
outlined below would  necessitate  some modification of  tne
relationships between the Ministry of Finance and  tne Local
governmants.  Support of the Ministry of local Goverumezat is
necessary (o the success of decentralization, but the next major
steps  in the decentralization process fall with the domain of
central-local.  financial relatienships  wnich is  tne principal

responsiblity of the Ministry of Finance.
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Expenditures

Decentralization of decision making and the motivation ror
loéal Eesoﬁrce mobiliénLioh, Lo bé fully effective, must be pased on
local contro] of cupenditures.  ‘The local goverments must nave the
ability to deteviine the levels of and priorities for expenditures,
particularly for Pab II. Jocal control over sub 11 (nonlavor
recurrent costs) is cssential to establishing a decentralizea and
Jocally wccountable service delivery structurc.  Inis includes tne
ability to cdetormine the level of and the priorities tor Ban il
expenditures. Without this control, locil pgovernments will oe

reticent cbout wobilizing resources,

As previously noted, the Beb T budget (wages) is gobstantially

the result of €O

1

should not Lo thrust ureon Uthe Jocal povernmwents.,  ‘the Goversors and
i [

caployment policies and responsibility lor tnese

villope Jeawders only need sorz control over allocation ol workers
acress  sectors  in ordey to o Lavget tne lapor  dnputs to local
proovitics. As prosonitdy  occurs,  the Jocal  povernecnls  snoula
receive o cost reicburseent grant fron the Gue o Linwnce tne wase

budget,

Local  priovities  arce  served  only  wnen e expenatture
decisions are made Jozally end ave not a corponenl ol an overatl
national budget. At the save time, the (UL iy © have certaln
naticnal  priovivies  which  require  cooperaticn ol e local
goverrments, but Lhese can be achicvea using carctully selectea
mandates  and  categorical  grants. Further, central government
oversight of eervice delivery and local resource mobilization must

ranain in place, but only as oversight.
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In sum, local governmont expenditures for recurrent nonlabor
purposes should be, to the preatest cxtent possible, removed from
the central budpeting  procese  and  determined  locally. Cost
reimburscment greants should be provided to local governments if they

are Lo be responsible for labor costs.

An alterative would be for local govermments to have the
authority to set prioritics  for certain catezories ol new
czpenditures, such as those for operations and maintenance ot USATD
financed projects.  This alternative is much less oxtrem2, bul would
require somz stipulotions on the receipt of subsidies. Without
carcful design of  the subsidy, the central  povermsent could
nominally allow loczal  povernments  to  determine operations ana
maintenance  expenditures for USAID projects and  tnen reauce  Loe
subsidy o corresponding amount for the appropriaie airectorate 1n
that governorate.  In this case, no new expenditures take place, but
local goverumonts have raisad more money.  Since Lne local peoptle
are payivg more, but getting no vetter service, Llney cannot be

expected to support the neceseary tax increases.

A continualion of support clause that cownits the central

authority to maintain its subsidy at some previous level  can
minimize this problem. 1t is insufficient to say that next year's
subsidy cannot ba Jower than this year's, because the subsiay woula
probably have increcased.  Somz objective mechanism for taking growtn
in the subsidy into account (such as the average grouwth in revenues,

etc.) should also be included,
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Revenung

Local expenditure control does not constitute substantial
decentralizatior unless revenues can  be generated to permit
decisions on the level of ewpenditures. For exasple, it an increase
in new operations and maintenance expenditures are Lo be financed by
mobilization of revenucs at the local level, g;rcn.ter I‘(YVGUU&‘..L'(iiSiné
capacity must be available,  ‘Those tawes and fees over whicn the
Jocul governaents have coatvol arce currently too Limited eno tne
rates which can be applicd are limited even fucrther, as authority

for increases must come fron the Cabinet.

Two major advantages would result from an improvea  legal
arrangcment  aod atmogphere for mobilizing local resources.  rirst,
service delivery will improve as local goverunents have asequate
resources to operate and maintain  the facilities.  Sceond,  the
necessity for centval povernment translers will be lesseocd as local
governments gonerate wore of their oun resources.  ‘lhis cannot be a
complete  substitution, but the necensity for central taxes to

support local services provision can ke lessencd.

Consideration of what resources are best for local revenue
mobilization must await the results ob on going work under tne o>
IT design. Alternatives include a tax on Lhe property wnich
benelits  from wniw  public vrojects (tax increment 1inancing);
increased [lexibility over the use of existing tax basos and tne
setting of rates; grcater use of shared taxes with toe central
governtent and new .ources which are not currently cnployed. At a
minimuea, the local govermments should have authority to scbL user
fees to provide for the operation end maintenance ol water and

sanitation systems being financed by DSS 11, Apility to set otner
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charges for f[inancing the operation and maintenance of road systemns
and other infrastructure should also be addressed. tocal
goverments should also have authority to set expenditures based on

the revenues which they yenerate.
b)

Interpovernmental Grants

A properly operating system of intergovernmental ygrants has
three aime. The first is to provide adequate financing for locally
produced services.  The next is to encourage local onpenditure on
arcas of national dnterest.  The third is to partially oltsct
unequal  ability to raise reveauss across the Governorates. 1he
reconnendaticas listed below provide for these three, but are not a

detuiled description of a proposed grant structure.,

Grante were calegorized in laple 3(page 1u) accoraing Lo tne
method of determining the overall pranl arounl ana Lhe metned ol
distributing the grant across povernorates.  Ihis same rubric coulu
be used for the suocested restrecturing ol tne  Interpoveriaental
grant systen.  Consider fivst the woethod for determining the overall
grant azount.  The fivancing for Bab 1 wapes nust rowain tpe sciw,
0 a cost reinbursenont deterained grant wmust still be usced, and

should also be distributed on the basis of cost reimbursainent.

The arount to be allecated for the remaining transfer shoula
be based on a revenue sharing forinula rather tnan beiny determineg
ad hoc. bBucause they are inelustic, local government rtevenue
sourcez arc likely (o be inadeguate to finance operatiouns ana
maintenance, making it cssential that grants bo availanle. Shaving
in the growth of Central Governtent revenucs can insure sutlicient

revenues Lo meel local operation and mointencuce necds. A second
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advantage of tax sharing is that local govermments would be better
able to undertake finzncial planning. Finally, tax sharing is the
most decentralized approach to providing grante, as it maximizes
local goveriment  control  over expendituse  priorities. Ihese
advantages  will only result if the distribution across Jocal

governuenis is also properly desipgned,

The epecific tax to which local govermuonl revenuss spould be
Linked is wore flexible. Total Lux reventes, winich haa an elasticity
of 1.13 between 1976 and FY 81/82, arc one ;004 option.®
Consunpticin taxes, which are sliphtly less elastic, are anotner
reasonable  option.  Saw> porticns of  the grant coutd alto  pe
determined by a specific tax, such as the funding lor highways Lrom
the gasoline tax.  ‘The povcentage of the revenue source to be snarca
with local govervvents should be sulficient to proviae at least tne
sane level of Beb 11 funding that would have occurced in the year
revenu? sharing boping., A preater share dosipoed to proviae betler
cperations  and  mmintenance  could  be  jgustilicd, but woula  oe
difficult to obtain, given precent Tiscal vealitios facing roypt.
In any cveat, a rovenve sharing approach would Jeag o plaater
operation aad waintenance funling, oyer Uime, because the  local
govermizal Bab 11 budgel would gres at a prodeterained rate, ratner
than being a target for coatrolling the govermaent delicit.,

Distribution of the prant fungs  across  Covernorates  ana
villages should be designsd to encourage local Lliscal planning,

support: necds  for coperation and mainlencnce, ana  toster  local

*Ihis is a lotal elasticity which includos the ellectls of tax base
grwoth and tax vate changes. ‘lhe statistic is arawn 1rom Saaly
[L\“ j LIS IS IS L S, . VSN toyertenterie cevel Ty al tonge
winad, CPublic Finance in Egypt:  1ts Structure and 7Trenos", world
Bank Stalf Wovkinz Poper No. 639.
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taxes,resource hopilization. However, care must be taken to prevent
the grant systen from becoming too cemplex.  Ideas for achieving
these goals are discussed Lrlows, but it would probanly bLe deairanle
to only factor =2 few of them into a grant projren. An
unintelligible formula will not motivate the desircd ellects.

Fiscal  plamming  beconcs  viable when  local povernionts  can
reasonebly detemmine the resources which will be available to trem.
This arpues for a foraula grant which would allow e local
governionts Lo predict the prant asount. A formula grant is one
wacre the distvibution of funds is bascd on a well Uderstond,
objurtive set of criteria.  Adequite tinancing for operctions ano
maintenince ¢on also ba provided through -a forswla pront it che
formula dncludes a mcasire of need. Populaticn con be used as a
provy for need, but does fail to account for the requirensnts cadsed
by differcit Jovels of fufvestructure being in place.  Poriions ol
the grant could be based on actunl  operations and  waintenance
requivearate uaing Bilosstors of roods, nunber of venicles, fanilies
served with weter, kilowsters of pipelines, or other surrogites for
oparation cod v aintenance conta,

Local resowmrce mobilization is cucouraged i1, at a minimea, tne
central goverirooat  prant is nol substantially cut  wien  local
governtenls Linpose taxes or fees. Jweal resource mwbilization ju
enhaoced further if the grant forwala is positively linked Lo tax
clfort (resources wobilized locally) or il the grant matenes local
expenditures.

A broad scheme, such as tnat skelchad avove, is necessary  tor
truly decentralized decision making. Such a restructuring 1s
impractical for the short term, though it snould pe considerca as a
policy goul. In the chort term, the ‘grant systen  should e
structured such that it doss not counter efforts to mopilize local
Tesources. ldeas on thic point were listed above  under

"Expenditures',

- (6666D/1010A, nm)



