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I. INTRODUCfION

In many refonning socialist economies privatization of government owned assets and

decentralization of governmental functions to local governments are fundamentally linked. In

many instances, the ownership of previously state-owned as~ts has been devolved not to

individuals, but to newly-established local governments for them to select the appropriate

privatization strategy. As a result, many aspects of privatization are essentially local government

decisions, decisions that are now being made by new local governments in most of the cities of

reforming economies, including the twenty European cities with populations in excess of one

million and the major cities of China and Vietnam.l

This paper demonstrates how the application of a measure of the changes in public sector

net worth, as developed by Boiter (1983) and Bean and Buiter (1987), can help clarify the

decision-making process confronting these new governments. This method can provide an

important complement to traditional accounting, or cash budget, measures for several reasons;

indeed, a central point of this paper is that cash budget measures can for a number of reasons

give an erroneous picture of government policies. First, the ubiquitous devolution of assets with

underpriced services - such as housing, transport, and public utilities -- to local governments is

a balance sheet activity that can have important implications for the sustainability and solvency

of the newly created governments, implications that are not obvious in cash budgets. Second,

in most refonning economies the privatization and decentralization programs are

contemporaneous with stabilization programs that emphasize budget aus~ty. As we will show,

The public housing s~-k has been given to 1<X:a1 governments in Bulgaria. Czechoslovakia. Hungary,
Poland, and Russia. Similarly, in China, entel]Xises and housing boards are owners of most of the housing stock,
but Ihe linkages of these enterprises to local government decisions are very strong. See Prud'homme (1990) for one
of the first anal~ of the role of local governments in refonning eoono~es, and the impor1allCe of their assets to
their f11l1CtiOning.



when fiscal austerity is combined with such far-reaching changes in ownership rights, cash budget

measures can give misleading, if not perverse, impressions about the effects of various policies.

Finally, this approach helps to show the kinds of principal-agent problems that can emerge from

the struetW'e (·f the intergovemment gIant system that is adopted.

In p9.:cticular, this paper shows one way in which the Buiter (1983) and Bean and Boiter

(1987) nppro~h to measuring the "permanent deficit" can be structured for a local government

or public body undertaking privatization decisions; it also provides an estimate of what they refer

to as a "peIpCtuity equival~nt measure" of the effects em local government net worth of

government spending, pricing, and ownership plans. "nte estimates are made for the local

governments of Budapest. The objective is to demonstrate both the usefulness of undenaking

such analyses and the ease with which the basic infonnation can be arrayed to u~..e the

framework. At present, to our knowledge, suc~ infonnation is neither being collected nor used

in Hungary or any of the other reforming economics.

We use the approach to highlight two issues whose details are specific to Budapest but

whose broad effects also apply to many local governments in other reforming economies: (1) the

effects of the transferal of ownership of half of the city's housing stock, over 400,000 units, to

local go.,emments on the viability and competitiveness of these newly-fonned government bodies,

and (2) the impact on the incentives for the efficient pricing of public utilities implied by the

interaction of the changes ill ownership rights and in intergovernmental grants. The approach

suggests that current plans pose either serious solvency problems for the governmental units

involved, or they result in non-optimal investment and pricing decisions. Furthermore, these

problems are not the result of the general fiscal austerity that must necessarily reduce the role

and level of government, as might be inferred from a traditional cash budget; rather, they are the
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result of policy design that may well be motivated by a myopic attention to cash budget decision-

making by the central government.

The plan of the paper is as follows. In the next section we present background on the

general economic refonn program in Hungary and on the decentralization program as it applies

to Budapest. In section ill we review how the privatization program affects the city of Budapest.

Then, in section IV we consider how these changes could be analyzed within the public sector

net worth perspective. In a final section we discuss how a local government net worth

perspective could complement a traditional budget perspective. We also offer some conjectures

about how the lack of clarity about the net worth implications of various policies might interact

with the "soft budget" constraints that have traditionally plagued resource allocation in socialist

economies (Komai 1986).

n. BACKGROUND ON THE REFORMS

A. General Economic Policy

Hungary has made a great deal of progress on its economic restructuring program while

simultaneously pursuing an aggressive stabiIization program.2 Consider how the various policy

changes affect Budapest and the environment within which the city functions.

(a) The stabilization program has resulted in large reductions in central government

transfers to the city. Transfers have fallen by 2 percent of GDP over the 1989 to 1991 period,

a real revenue cut of over 40 percent. The program has also eliminated subsidies for publicly

owned housing, Md contributed to five consecutive years of declining per capita GDP.

2 See Dervis and Condon (1992).
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(b) The price decontrol program increased consumer prices on most products, and

contributed to a sharp jump in the infla.tion rate from about 8 to over 30 percent. However,

publicly owned housing and transport are still two of the most underpriced services in Europe.

(c) The decentralization program shifted the responsibility for housing and transport

subsidy obligations to the city, and gave the city government very wide discretion as to how to

deal with both the fiscal responsibilities and reduced resources.

(d) The privatization program transferred oWlership of 410,000 housing units, the

public utilities, and an unknown amount of commercial real estate to the local governments, the

values of which are largely unknown.

-
In sum, Budapest was simultaneously put ·.;.:~,der severe casil.-flow stress and given ownership of

a significant stock of wealth. It was given virtually complete authority about how to address its

problems, and is under very little sup~ision as to how it does so. Lastly, It was given little

capacity and incentive to raise revenues out of current income.3

B. Local Govemment Policy·

A central part of Hungary's restructuring involves the role of local governments. Under

the previous government, local governments (or "councils") had co real identity, or mandate of

their own. The councils operated under control by higher levels of government; they did not

make their own independent tax or expenditure decisions; budgets were subj~t to approval by

others; revenues from the central government were determined primarily by their skills in

1 For example. see Bird ar-od Wallich (1992) for a diScussion of how the new intergovernmental grant system
provides little incentive for local governments to mobilize revenues. Note also that Hungary is the first reConning
economy to introduce an income laX and a two-tiered banking system.

Much of this discussion is based UJrOn Gyulavari, Semjen, and Tolh (1991) and Davey (1991).

:.

--
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negotiation; and "IIC councils could be combined with other local councils without their own

consent. In effect, local councils pcrfonned primarily a transmission role. This subordinate role

was reflected in the revenues of local governments. Foi' much of the last ten years, local own

revenues were less than one-qumter of total local revenues, so that the vast tiulk of local

expenditures was financed by central government transfers. This rigid system was somewhat

relaxed in the last five year plan in 1985, before being completely revamped in 1990 and 1991.

Overall, these recent refonns made local governments independent and autonomous units

of government responsive to the wishes of t.lteir citizens.5 The reforms have transferred

numerous spending and revenue powa-s from the central to the local government, and have

specified the el~on process for local officials. In !C8ponse, the number of local governments

doubled, to nearly 3100. Local governments are required to provide water, primary education,

health care and social services, public lighting, roJds, and minority protection; othl:r duties can

be performed at their discretion. They are allowed to impose six new taxes to finance these

expenditures;6 at the end of 1991 only 45 of the 3100 local governments imposed any of the new

taxes.

These reforms are significant and far-reaching, and clearly lead toward great~ local

accountability. Nevertheless, there are serious potential difficulties in the process that has begun.

For example, although local govcmments were given numerous expenditure responsibilities and

.s The mlijor pieces of legislatiol~ in these refonns are the Law on Eler.lions ofLocal Self-Govemments (Act
• No. LXIV of 1990) and the Law on Local Self-Government (Act No. LXV of 1990): the first law cpccifies the

delails of the election of local officials, and the second aeates a system of independent local governments to replace
the old council system.

Ii These taxes include two types of pUlpeny taxes (on buildings and on land), three types of per capita taxes
(on individuals living in buildings, on employees, and on tourists), and a tax on business turnover.
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tax sources, tht'se w~s are unlikely to generate significant 2muunts of revenues in the near

future. and few loc-al governments are availing themselves of the opportunity to impose new

taxes. In addition, although local governments now have substantial discretion over their

spending decisions, they remain almost entirely dependent on the central govemment for their

revenues. Fmally, while there is widespread Sll-pport for reducing the scope of government, it

appears that local governments intend to use their newly acquired assets to begin various types

of enteIprises; it also appears that many localities may sell their assets to finance current

expenditures. Some of these tendencies are not sustainable in the long run, and are not consistent

with the goals of (lr,.;entralization and privatization. We tum nc'..' to a discussion of Budapest

c. Local Government Finance in Budapest

Budapest consists of 22 geographically distinct "districts," each of which has its own

district government and mayor. There is also a single city govemm~nt (the "capital") and its

mayor, which manages various city-wide administrative units and responsibilities (e.g., public

transport, water and gas supply).

The governance of Budapest is organized largely along the lines of "jurisdictional

fragmentation," in which the responsibility for the sarn~ functions lies with the independent

district governments.' Jurisdictional fragmentation has some advantages over other methods of

urban governance. The most ubvious is that it may be more responsive to citizen demands

because the smaller governmental units are closer m the people; it is also likely to offer the

7 Note, however, that some services (e.g•• public transportation. gas supply) are provided for the entire urban
area by a single government enterprise conll'OUed by the capitaL Whether the cwrent structure will remain in its
cmrent fonn is a matter of some discussion. In fact, there was a proposal by Dr. Peter Szegvari, General S:cretary,
Municipality ofBudapest. 10 change the structure ofgovernance in BudapestlOward greater centralization. See also
Davey (1991) for a discussion of consolidation and the te:onn of local government in Hungary.



7

. grea~t potential for local autonomy from central government control ana interference, and may

well rna.1;:e it easier to control the growth of government spending. However, tllere are also some

significant disadvantages from jurisdictional fragmentation. It is unlikely to deal adequately with

the benefit or cost spillovers that arise in urban areas or to realize scale economies, which require

large service areas. It may lead to unequal treatment of individuals in different jurisdictions, if

the fiscal capacities of the local governments differ significantly, and planning ~nd coordination

of urban services may be more difficult in the presence of independent governmental units.

EXP2nditures. The 22 districts generally provide primary and secondary schools; cultural,

=

=

youth activity, and sports centers; road and bridge maintenance; and various social service

programs for the poor, handicapped, elderly, and unemployed. Districts also are responsible for

maintenance of the state housing ~tock whose ownership has been transferred to them. On

average, the largest proportion of the district budgets goes to education, often roughly two-thirds

of the budget. The main responsibility of the capital is to provide several public services to all

distrl~~~ such as public transport, water supply, gas supply, sewage treatment, street cleaning,

Ijarbage collection, and heating for housing estates. Police protection is still provided by the

central government. Over three-fifths of total Budapest local government expenditures are made

by the capital. The total budget of Budapest in 1991 was projected to be 80 billion forints.1

Revenues. The capital and the districts are like other local governments in Hungary in their

heavy reliance upon central government transfers. In 1990 and 1991, shared personal income tax

revenues, state subsidies, and transfers from the Social Security Fund to accounted for over 70

percent of capital arid district revenues. The dependence of the capital itself on transfers is even

• In 1991 this figure is equal to approximately USS 1 billion or almost 3 percent of GDP•
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greater than the districts; nearly eighty percent of the total revenues of the capital in 1991 are

projected to come from the central government The capital and the districts make .little use of

their own tax sources, either old or new. In 1991 one-fourth of the own income of the

governments came from taxes, and only one of the 22 distrhts planned on impnsing one of the

new taxes. Of course, the taxes are still quite new, and it is possible that local governments will

begin to ir:troduce the taxes over time. However, there are few indications that this will soon

change.

In sum, in 1991 local governments in Budapest experienced a significant decline in their

real revenues; the capital bore the brunt of this decline. In large part, this decline is due to the

reduction in the share of personal income tax revenues returned to the local government, as well

as to an increase in the role of equalization in the state transfers. Such a cutback in government

spending is certainly consistent with a stabilization program that seeks to reduce aggregate

demand while simultaneously laying the groundwork for a less intrusive role of government in

the economy. Still, the ability of the capital and the districts to deal with this mduction in

revenue is rather limited. The new tax sources are largely unproductive. In many respects, an

underlying assumptiun of the new system of decentralized local governments is tltat !capital-rich

areas like Budapest will either fmance their revenue shortfall out of asset sales or will reduce

expenditures. Either strategy will lead to less government The transfer of ownership will in tum

redistribute the capital stock to private entrepreneurs, thereby turning assets OVI~ to more

motivated and more productive managers. Clearly, then, the privatization decisioJ1ls made by

local governments are a key element of both the stabilization and the decentralization programs.
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We now tum to a discussion of the detills of the major aspects of Budapest's new balance sheet

and the way the privatization program affects them.

m. PRIVATIZATION IN BUDAPEST
. :

•In a process parallel to the decentralization program, the government has distributed a

significant portion of national wealth to the capital and the districts of Budapest. Ownership and

responsibility for the state-owiled housing stock - some 410,00 units, or roughly one-half of

Hungary's public housing stock and one-half of the city of Budapest's total housing units -- has

been distribl!tcd to fhe 22 separate districts of Budapest in which the housing is located.

Ownership and responsibility for the Transportation Department and six other public utilities

(Water, Sewer, Garbage, Gas, Central Heating, and Public Baths) has been transferred to the

capital. Also, -the districts will own the small shops (or enterprises occupying less than 1000

square meters). Hence, for the cit3, thc two key privatization issucs relate to housing and thc

public utilities.9

A. Housing1CJ

In thc older districts of the city (e.g., districts V, VI, vn, vm, IX), vinually all publicly

owned housing is in the form of council flats, or large multi-family housing units. Although in

several of the newer districts (e.g. di£~icts XV, XVll) most of the housing was built dming the

1970s, the bulk of these flats is generally quite old. Over two-thirds were built before World

War TI, half were built before World War I, and about one-fifth were constructed before the tum

9 The local governments have also beer.! givm ownership of a variety of other assets, such as construction
companies, vacant land, mld the small shops mentioned above. Cumulatively, these assets are no doubt imponant
balance sheet items. However, in the absence of ml inventory we have for simplicity ignored them.

10 See Daniel..(19f5), He~edus, Suu~..k, mld Toscis (1991), and The World Bank (1991) for discussions of the
Hungarian housing market.
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of the century; in the older districts especially, most flats were c?nstructed in the last century.

While tius heterogeneity of the stock makes it very difficult to make generalizations regarding

the age or quality of a particular district's housing without a detailed inventory, two things ar~

clear. First, this transfer of housing to the districts represents an enonnous shate of national

wealth. Second, most of the substandard units are heavily concentrated in a relatively few closer-

in and older districts. For example, more than half of the approximately 100,000 subst'Uldard

units are located in five inner city districts.

The true market value of the housing t' I :>ck is difficult to determine after so many years

of administrative allocation and the operation of a "grey market" in housing. Nevertheless, under

the pr~nt constrained conditions it is clear that the value of the housing is very hiy1i.ll For

c~ple, previous studies have noted that the market value of Hungarjis 800,000 sUlre-cwned

housing units exceeds the total assets of the financial system. The units in Budapest should be

worth 30 to 50 percent more than units elsewhere, due to their superior location. If so, then the

stock of housing transferred to local governments in Budapest is worth about 70 to 80 per~nt

of the nation's mO:letary assets. To put this value in perspective, it represents roughly 40 percent

of Hungary's gross domestic product. Even with conservative assumptions, the value of the

public housing stock in Budapest is at least four times larger than the entire city's annual budget

of 80 billion forints. It would there!' Ire appear that there is considerable wealth available to fund

budget shortfalls of the types confronting the c1pital and the districts.

While privatization of public housing has been legal in Hungary since 1969, there were

few sales during the first 20 years. By 1990, however, a sales program was in full swing. About

II See Renaud (1991) for a discussian of relative house prices across refonning socialist economies.
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37,000 units were sold, and applications were pending on another 150:000 units. Under the sales

process. the houses are sold at steep discounts. the size of which depends upon how long ago the

unit has been renovated; on average these discounts lead to a purchase };~.:::e of only 15 percent

of the market value of the uniL In addition. these sales are financed by local governments

through installment sales discounted at an interest raw of 3 percent. and the down payment

requirement ;'s only 10 percent of the1purchase price. so that the effective down payment is only

1.5 percent (or the 10 percent down Tlayment times a sales price of 15 p,ercent). These financing

terms make the r-ffective discounted ~aJ.es value of most of the housing equal to a complete give-

away of the house. The 1.5 pell'.ent effective down payment is slightly greater than the 1.0

percent closing costs, and the 3 percent installment sales terms allow household payments to

remain at their current extremely low level, a level that is insufficient to cover maintenance costs

and one that yields a 90 percent subsidy relat!ve to the costs of such ins.tallmer.t purchase finance

offered by the financial system.

Even at these prices, 1.1 very large number of units -- on the Older of 100,000 to 150,000 -

- will not sell. Most of thes'c are substandard, older units that are bc'lth beyond rerair and located

in central city districts. FOlr instance, in district V..m, which has 36.000 public units or twice the

average figure for a district. it is ,estimated that more than 10 percent of the units are beyond

rehabilitation and that m.ore than 44 percent are substandard; districts V, VI, VII, and vm al!;O

contain in total more than 50.000 units in need of renovation, as well as some of the more

conveniently located ltmd in the city. It is quite possible that 'the value of these units derives

only from the land on which they are located and that the housing units themselves have a

negative value. In this case, realizing the underlying value of the house requires a complicated

>r
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sO'lJI'Ce of income is much more .limited then might appear at first glance.

who have few other housing options and strong but ambiguous legal protections. Thus, this

B., Transportation and Other Public Ultilities

d1epartment is by far the largest utility in the city of Budapest, and probably one of the largest

I
I
I~
I-

t
II~

The capital has been given the Transportation Department (or BKV). ThisTmnsportation.

chsmge in blIld-use that involves coordinalting the interests ofa large number of often poor tenan~

transportation systems in the United Sta~s, for example, indicates that BKV is larger than any

ill the world. A comparison of balance: sheet (]?ta with similar infonnation on intercity

:)uch American system.12 It :mploys appro,dmately 24,000 people and operates extensive

subway, trolley, and bus networks for the city. The subway is the oldest in continental Europe.

Ove~all, the quality of transportation is superb.

Transportation Departmentincome statf~ments indicate a modestly profitable company, and

the company collC'.ets about 5.4 billion forints a.'1Dually in revenue. In fact, however, its fares are

low by international standards, and fare revenues cover only about one-fourth of total costs.

Most of the difference is made up by state snbsidies, amounting to 10 billion forints per year or

about 1/2 percent of gross domestic prod1llct. The balance sheet of BKV does not offer a

potential financing solution to the huge imbalance in the operating account. The current book

value of the BKV capital stock is 35 billion forints. The bulk of this net worth is in
-
~-

=--

transportation plant and equipment, and the company has some profitable subsidiaries that could

be liquidatel.l. Although the state =urrently controls pricing policy, this responsibility is changing

to give more discretion to the city to set prices.

12 See the Almanac of Busiiless and Financial Data (1991).
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The capital has~Jso received ownership of the public works utilities

r

and responsibility for the management and operation of the Water Department, the Sewer

Department, the Gas Department, the Central Heating Department, and the SaruPodon Dep2Itment;

the mayor of Budapest acts as a corporate "Chainnan of the Board" of these corporations. There

is little financial infonnation of the type normally provided by the typical investor relations

departmellt to stockholders, corporate chief executive officers, or boards of directors.

Nevertheless, we have constructed income statements and balance sheets at an aggrr:gate level

for these utilities. The historic book value of all t' ,e assets of the six utilities plus the

Transportation Department was almost 100 billion forints in 1990. a figure equal to 125 percent

of the city's cash budget and about 4 percent of gross domestic product. Like the Transportation

Department, little of this capital can be used to finance the revenue shortfalls of the companies.

muda less that of the city. In 1990 the six utilities of the capital received 3 billion forints in

subsidies from the central government; including an additional 10 billion forints received by the

Tran!iportation Department, total subsidies to the capital were 13 billion forints. Aggregate

in,!:ome of all the companies was about 2 billion forints in 1990. inclusive of all central

govt.:.J1UTlent subsidies. Hence. other than the noted subsidies. on a cash budget perspective the

companies appear to be operating on a balanced and sustainable basis.

IV. THE NET WORTH OF LOCAL GOVERNMENTS IN BUDAPEST

The difference between a net worth and an accounting or cash budget perspective can be

sul11lTUUized simply. With a net worth perspective. the market rate of retmn immediately

capitalizes losses into changes in net worth but preserves the rate of return at market rates; under

the standard accounting or cash budget perspective, the recognition of (unrealized) capitallosse.s

=
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. is delayed but the current rate of return is therefore depressed. More precisely, under the net

worth perspective, flows are converted into stock values by the fonnula

(1) P =(R-O)/(i+d),

where P is the present value of some prcperty or of some tax policy, R is the revenue of the

pro~i or the policy, 0 is the annual expenses of managing and maintaining the revenue flow,

i is tile rate of interest, and d is the depreciation rate. Besides the application of this notion by

Buiter (1983) and Bean and Buiter (1987), this tlmark-to-the-markettl measure is commonly used

in the evaluation of the financial integrity (or lack thereat) of financial institutions (Merton

1977).

The measures of net worth with which we are concerned are the transferal of housing and

public utilities to the municipality and district governments of Budapest, and for simplicity we

ignore other changes. We take the tJresen~ va!ue ofcurrent spending and pricing policies of these

assets as if they were permanent policies (i.e., perpetuities), in order to provide a measure of

initial government net worth.

A. Housing

Consider the situation in 1990 before theteeent housing privatization occurred. Net rents

of the housing stock in 1990 (or R-O in equation (1» yield an "income" equal to a negative 3

billion forints. If this accounting income flow is considered either as a rermcifl~llt or a slowly

changing flow, and is discounted at a 3 percent real interest rate i plus a 1 percent depreciation

rate d, then the present value P to the districts of the housing stock is negative 75 billion forints,

i-

i="-
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a figure that ignores the accelerated loss of value due to accumulated lack of maintenance

expenditures}3 Consequently, in the aggregate, the city's net worth position is actuaJly

improved by giving away the entire housing stock.

However, it should·also be recognized that such an aggregate privatization"program did

not in fact take place. Instead, the mstribution that occur. -,d gave ownership to district

governments who could then privatize or not as they saw fit. This disuibution has had a

capricious effect on the districts' net wonh positions. To illUStr'clte, it is helpful to trace the

impact of the current approach on two extremely different districts, districts vm and xvn. Both

have simih.; taxpayer income levels that are slightly below the averagle of the entire city.

However, district vm has over 36,000 public housing units and is located in the central city,

while district xvn received only 4,100 units and is on the outskirts of the city.

At least 16,000 of district vm~s housing units are substan~dt whereas only

appro7.ialiately 100 of district XVTI's are in similar disrepair. If these substandard units cmmot

be given away, and if the units are not allowed to depreciate any further from their already run-

down condition, then the subsidy per unit needed to cover the costs of maintenance will be on

the order of 5 percent of household income, or about 10,000 forints per unit annually.14 The

J3 The assumption that the income stream can be viewed as perpetuity is a simplificalion that amounts to
assuming that we want to estimate till. ~nt value of current policy. The income stream can then simply be
divided by the discOlDltrate.Instead of viewing policy as continuing forever. we could aItemalhely view it as
changing slowly over. say. 15 years. Then wjth a 4 percent discount rate the value of the income flow would be
about half the value implied the perpetuity peospective.

14 The estimate of5 percent of income needed to cover maintenance expenses is derived in the following way.
Pu~ housing tenants in Budapes: ;pend J:?~ the order of 5 percent of their income on rent, and this figure covers
less 1han half ~he expenses of mainler.m. ,i.'; .and upkeep. Hence, duubJing this figlD'C yields an increase equal to 5
percent of ~h:OI1le.
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present value of these subsidies for VID is negative 4 billiog forints, while for XVII it is only

negative 2S million forints. IS

Thus the 16,000 substandard units in district vm would be worth negative 4 billion

forin~. Similarly, the 100 substandard units in district XVII would have a value of negative 25

million forints. Hence, if district vm sells its 20,000 units that are not substandard for 25

percent of an average estimated market value of 800,000 forints per unit, the net worth of its

housing stock is zerO.16 Of course, 1st any price less than 25 percent of value, district VIII's net

worth from the transfer of housing s1Clc would be negative, and the transfer of the housing stock

to district vm would then create more financial demands on the district than value. For district

XVII, on the other hand, if the housing stock j ssold at any price in excess of 2 percent of value,

no net resource demm.ds on local government will be created.

H the districts follow the "almost" give away privatization program of the last two years,

in which the entire non-substandard stocks is sold at a discounted price equal to 5 perc~nt of the

estimated values and keep the substandard stock, district VID's housing would have a value of

negative 3.7 billion forints, and district xvn would have a housing net worth that is just positive

(or 30 million forints). To offset the 3.7 billion forints loss in net w.arth, the 37,000 taxpaying

fCsidents of district vm would each have to confront a 1 million forint obligation.17 Such a

large obligation is obviously not sustainable. To give some sense of its magnitude, assume that

These estimates derive from the assumption that either policy does not change or it changes very slowly.

16 nm calculation assumes dislriet vm ovm5 20,000 units worth 800,000 forints each, and 16,000substandard
units wonh negative 2S0.000 forints each; the~ assumptbn uses the unchanged policy assumption noted above.
If Ihe fonner units are so:.! for 2S percent ofm'ir value, it wJl generate 200,000 forints each, enough to pay for the
loss on the smaller number of subSlm~rounits.

17 Gulvari et aI., Appendix S. on the Income Positiop ofPopulation report that in district vm 40.6~le per
1000 residents were taxpayers and there were 92,000 residents, implying 37,000 taxpaying units.

=

=-
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district taxes must be increa:Jl;d to amortize this obligation.. The amcant of the per taxpayer tax

increase, over and above the taxes required for ongoing expenditures, is nearly 40,000 forints per

year, and equals an additional tax rate of about 28 percent of income. Clearly, this rate of

increased taxation would be sufficient to induce residents to "vote with their feet" to avoid the

tax, thereby continually decreasing t!le tax base.

B. TraIL )On.atiOl:'! and Other Public Utilities

It is important to note that the eftect of the transfer of utilities ownership on net worth

is completely dependent on future pricing policy, which is a responsibility concentrated h. the

capital, while the obligation for the pricing policy is borne by taxpayers throughout the country

through central government transfers. While Budapest received ',i significant volume of assets

in the transfer of ownersr.5p rights, under current pricing policy the country received a liability;

the deficits in funding the utilities' operations are equivalent to about one-fourth of the personal

income taxes paid by resid.ents of Budapest l ' Moreover, because the city's pricing policies

shift~ :'~e costs to the rest of the country, the city has little incentive to ch~g~ the pricing

structure.

The problem with this ;aJ'Pro~h to the distribution of costs is that with restructuring tht.'rc

is no reason for the continuing josolvency for these firms. Over time, they should be able to

provide the services dc:.aanded by their users on a self-sustaining basis. However, because their

deficits can be shifted to non-beneficiaries rather than imposed as a cost solely on the residents

II This estimaIe is based on the following assumprions: (1) Transfers of 13 billion forints to Budapest from
the income tax which yielded 122 billion forints in 1991: (2) If Budapest accounts for 20 percent of taxpayers and
they pay 100 percent more than nonresidents as they did in 1988. (See p. 30 Annex 2 World Dank (1992»: (3) The
conuibution of Budapen residents to personal income tax payments is therefore 40 percent of 122 billion forints,
or48 billion forints: and (4) IfBudapest residents paid for the city's total utility companies' deficits, they would have
to pay 13/48, or about 2S percent, of their tax payments for utility underpricing costs.

=-

-
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of the city, there is little incentive to restructure these finns in ways that are responsive to the

effectively c0!1strained demands of the city's' residents.

The immediate results of the present way of financing utilities are twofold: little action

is taken on restructuring the finns to operate as more effoctive service providers, and the

municipality uses all of its intergovernmental grants to fund utility companies. As a result, the

city has no discretionary resources with which to deal with district governments. The ultimate

results are also twofold: little js obtained in the way of potential efficiency gains from the

devolution of authority for the utilities to the city, and no pressure is created to reduce the role

of government in funding activities that could eventually be funded by the private sector.

H the present value of the current utility pricing policies is estimated by applying the net

worth approach to-the income statements of the utiliti~s, the 13 billion forints in annual net

subsidies represents the annual flow of income earned by the utilities. At a discount rate of 4

percent, the net value of the utilities is negative 325 billion forints, a figur...: roughly equal to the

market value of both the "sellable" housing stock of the 250,000 units worth .1.00 billion forints,

plus the inf~ value of the unsellable 150,000 housing units, worth negative 75 billion.

Hence, under current pricing policy, the net transfer of ownetship rights over housing and

utilities in Budapest has in the aggregate left the entire city with approximately a zero net worth.

The gains in wealth due to housing are either matched or offset by the losses realized on the

utilities. However, the disaggregated story is a quite different. The capital has been given only

the utilities (a liability), while the districts have been given only the housing (an asset); also,

districts have also been given widely different housing stocks, with inner city districts (with large

numbers of substandard units) treated more adversely than outer districts. It therefore appears
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that the various transfers have given the city and inner districts more liabilities than assets, while

giving the outer districts the opposite. Finally, the capital has been given a cost-sharing

arrangement for its utilities that does not encourage greater cost recovery or efficiency.

v. SUMMARY AND CONCLUSIONS

Our application of the concept of changes in public sector net worth to the newly created

local governments in Budapest raises a number of issues that are not obvious from the analysis

of traditional cash based budgets. Three issues, in particular, are of concern.

A. The Importance of "Balance Sheet" Effects

A continuation of some of the privatization policies now being pursued will effectively

decapitaIize some of the nascent local governments. When local governments privatize housing

by selectively giving it away - 8£ may be perfectly appropriate to facilitate the rapid

development of markets - but simultaneously take financial responsibility for large numbas of

run-down housing units of which they cannot dispose, the net worth approach shows clearly that

governments may well be incurring a liability that exceeds their net worth. In this case,

fulfillment of the privatization objective undennines the decentralization objective by bankrupting

local governments that are unable to carry out their responsibilities.19 In contrast, the use of

the cash budgeting approach suggests no such financial dilemma because any revenue flows from

the installment sales of housing privatization would be measured as income. Such an approach

is seriously misleading.

B. Prindpal-agent Problems in Pridng Utilities

19 As Dhanji and MiJanovic (1991) argue. when the objective of privalizalion is rapid maIket development,
it may be appropriate to give away assets to Ihose who in some sense already own them.
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The costs of the prospective insolvency of the public utilities are now so diffuse<! that

there is no incentive to restructure these companies. Recall that the six public utilities under the

city's control have a co~bined annual operating deficit of 13 billion forints, equal to about 11

percent of total income tax collections. A continuation of the current means of financing their

deficits implies that the costs of the continuing insolvency of these finns (the "agents") will

continue to be shared by all taxpayers in Hungary (the "principals"). The latter receive little or

no benefit from the operation of the utilities in Budapest. They also have no realization of the

costs they are bearing from the utilities' inefficiencies, and so they have little incentive to place

controls on the agents to improve perfonnance. The principals, the taxpaying population in

Budapest, receive the full subsidy and bear only a portion of the costs, which are equal to 2S

percent of their income tax payments, So their incentives for seeking improvements in operational

efficiency are also minimal.

Th~ public sector net worth perspective suggests an alternative means offinancing utilities

that would aeate a constituency for higher user fees for Budapest's public utilities. The

perspective suggests that the utilities' capita! stocks are the net worth of the residents of

Budapest. Thus, it follows that ownership shares in these companies should be disttibuted to

taxpaying residents of the city. In principle, a share disttibution program could 00 developed in

which the average shareholder of a newly fonned "public utility company" would receive the

same amount of dividend fron: the companies as he or she must pay in higher uroer fees from

market-based provision of services. Poorer shareholders, such as low income pensioners who are

heavily concentrated in the central city areas and who use utilities relatively less, would receive
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a higher dividend from their ownership rights than they would pay in increases in user fees. In

fact, the higher utility fares were increased the better off they would be.

Of course, these owners should also be responsible for the taxes now paid to subsidize

~;.e utilities. Accordingly, residents of the city should be able to reduce their personal income

tax payments as the profitability of the new "public utility company" increases. H the company

was able to eliminate the need for transfers to nmd the deficit, the tax on city residents would

also be eliminated. This type of policy would place significant inducements on the utilities to

improve perfomwlce and to implement real user fees on a permanent basis. In short, effective

use of these assets requires the development of "ownership rights" to: (1) the net worth embodied

in these companies, as well as (2) the CUl'I'ent losses on implied by the pricing of the services.

C. The Stabilization Program and the "Soft Budget Constraint"

The macroeconomic rationale for placing the city under a cash flow restraint and

simultaiteously devolving asset ownership to the city is straightforward: the cash constraint

reduces government spending, and asset sales b~ve either no macroeconomic effect or an

efficiency-er.hancing one. Consequently, selling assets to the private sector to address a cash

deficit is :at worse innocuous and could in fact help the long run adjustment process. However,

consider huw a net worth perspective can change how this processed is viewed.

Although our estimates suggest that a number of the new local governments are already

bankrupt they still have access to significant intergovemment grants. They also have powers of

regulation, taxation, and risk-taking with which to address their budget shortfalls: in fact, as

mentioned earlier, with their new assets many governments seem intent on engaging in various

entrepreneurial activities. However, if these newly entrepreneurial governments cannot exit from
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operation, they become examples of entities operating under what Komai (1986) describes as the

"soft budget constraint": they are immune from bankruptcy and therefore un.concerned with

covering costs. The economic distortions created by the actions of such govenunental units are

unlikely to be supportive of the adjustment program.

In conclusion. measures of changes in public sector net worth are difficult to

operationalize, particularly in economies that have long relied on non-price allocation

mechanisms. Nevertheless, they can provide insights lIot afforded by traditional cash budget

measures, particularly when the newly created governmental body is asset rich and cash poor,

as appears to Ix; the Cii..""C in Budapest and most of the major cities in refonning economies. For

the immediate term, the most important questions faced by these new governments pertain to

these srocks rather .than to the flows of cash budgets. Hence. this kind of measurement can be

an important complemen~ framework to traditional budget documents.
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