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Abstract

The onset of the independence process in Central and Eastern European (CEE) co-
untries during the 1990s was marked by tremendous optimism and a declared wish for
stronger fiscal decentralisation and the transfer of powers, responsibilities and resources
to the units of local and regional self-government that were supposed to be closest to ci-
tizens in resolving their daily problems. However, this has not happened in these coun-
tries, at least not according to the basic financial decentralisation indicators, and this is
the main thesis of this work. Despite numerous adjustments made in the local self-go-
vernment organisation in the observed countries, an optimum level of local and regional
self-government organisation has still not been achieved. The units of local and regional
self-government are still heavily dependent on, or rather restricted by, the strong central
governments, which reduces their autonomy and their influence on the local social and
economic development.
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1 Introduction

Before the 1990s and the onset of democratic changes in CEE countries? local self-
government was pronouncedly non-democratic and highly centralised, its role being far

* Received: February 4, 2008
Accepted: April 7, 2008
! Author of this paper is grateful to anonymus reviewers on useful comments.
2 Croatia, Bulgaria, Romania, Hungary, Czech Republic, Slovakia, Slovenia and Poland.

139



V. Brati¢: Local Self-Government in Central and Eastern Europe: a Strong and Independent
Local-Level Management Tool or Just a Paper Tiger?
Financial Theory and Practice 32 (2) 139-157 (2008)

from significant. The communist parties played a leading role at the local level, and their
powers ranged from the election of self-government bodies to the control of local elections,
which were more a matter of form and a demonstration of loyalty to the ruling party than
the reflection of the voters’ will. Local council members and officials were usually mem-
bers of the communist party whose appointments were almost always subject to appro-
val and recognition of certain Party bodies. The local self-government bodies had access
to very limited economic and financial resources (government grants accounted for the
largest share of local revenues). Goods and services were in state ownership, while pri-
vate ownership was generally neglected. In short, the real decision-making power at the
local level was in the hands of the communist party bureaucracy, which also controlled
the local self-government bodies.

In the early 1990s as the old communist regimes collapsed, these countries started
their independence processes accompanied by economic and political transition from the
strictly centralised socialist system of planned economy to the market-economy regimes.
They also adopted new institutional, legislative and organisational frameworks and in-
troduced a new local self-government organisation and new models of financing. Among
other things, the ‘changes from the 1990s’ included the emergence of a multiparty sy-
stem, as well as the transformation and an increasingly clear positioning of political parti-
es. Along with the strengthening of the private sector, various new civil society organisati-
ons came into existence. This resulted in an increasingly active participation of citizens in
the political life. In addition, the changes involved regular local and national elections and
the transformation of the local financing system and local economy. As a result of these
reforms, a new system and organisation of the local self-government was introduced and
the local self-government was separate from the control of the central government. Nu-
merous local government bodies were set up and their powers were redefined and exten-
ded, and new legislation governing the sources of local self-government financing was in-
troduced. A new local financing system and the reintroduction and consolidation of local
ownership were key prerequisites for local autonomy. However, even nowadays the local
self-government bodies are largely incapable of influencing tax rates and introducing any
type of local tax, because these matters fall within the competence of central government
authorities (for further details, see: Baldersheim and Illner, 1996:1-41).

The local self-government, neglected by then, became increasingly important. Howe-
ver, it is highly questionable whether it really got its rightful place. More specifically,
the development of the local self-government and fiscal decentralisation systems was su-
pposed to be a key component of the entire transformation and democratisation process
in these countries. But the transformation process was neither simple nor fast, nor has it
ended in most of these countries, as they still have not set up optimum systems of local
self-government or organised their efficient operation. Consequently, a great majority of
these countries are still in search for adequate local self-government financing systems,
which threatens their normal functioning. This is best indicated by numerous and frequ-
ent reforms carried out so far that have shown some minor or major shortcomings in the
meantime, and a need for further transformation. The shortcoming primarily consisted in
the non-functioning and inefficiency of certain initial solutions for the organisation and
functioning of local self-government systems, particularly as concerns their financing.
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The following parts give an explanation of similarities and differences in the develo-
pment of local self-government and of the models of territorial organisation of local self-
government in the observed post-communist countries in Central and Eastern Europe. The
fourth part provides a description of the local self-government financing systems.

2 Similarities and Differences in the Development of Local Self-government
among Central and East European Countries

The considerable organisational and territorial changes in the local self-government
have shown certain similarities but also differences among CEE countries. The key si-
milarities relate to the holding of regular local elections, adoption of new constitutions
and setting up of legal frameworks regulating the organisation and competences of local
self-governments, as well as to the strong dependence on the financial aid from the cen-
tral government. The basic differences among the observed countries consist in different
local self-government structures, models of local administration organisation and models
of financing the local self-government activities.

2.1 Similarities in the Development of Local Self-government

Similarities in the development of local self-government among most CEE countries
relate to the re-establishment of the local self-government after democratic elections, the
dependence of local self-government units on central government transfers, the consti-
tution-based legal framework for the development of local self-government, and a large
number of lower-level local government units, primarily municipalities.

The transition from a strongly centralised system began with democratic elections at
both the national and local levels, which were the main prerequisites for decentralisation
and the establishment of the local self-government legal system. However, the first free
and democratic elections hardly led to any substantial changes in the local organisation,
as the ‘new old’ political parties continued to dominate the political systems at the local
level, and mayors and regional representatives were usually elected indirectly by their
respective councils (Peteri, 2001). Furthermore, according to Bennet (1997), the develo-
pment of local autonomy at the regional and district levels in most post-socialist countries
was strongly influenced by the central government. Consequently, the newly established
democratic governments of these countries had to renew the concept of local self-gover-
nment, develop the necessary technical know-how, staff and political skills to promote
local autonomy. It was also necessary to win enough political and public support to con-
tinue the development of the local self-government system and to get rid of the former
USSR heritage concerning local self-government.

The analysis of basic financial indicators shows that local units in all of these coun-
tries were, and largely still are, financially dependent on the central government transfers
(grants). The decision-making power concerning the financial aspects of the local self-go-
vernment was concentrated at the central government level. Specifically, local government
fiscal revenues in all the observed countries mostly came from taxes which were impo-
sed, assessed, and collected by the central government. The local self-government bodies
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had little or no discretion to decide on the rates, bases and amounts of taxes. Lower-level
local self-governments in the observed countries were normally financed from tax-sha-
ring, which made the bulk of local budget revenues, and from own local taxes and budget
transfers (grants). While the rates, amounts and bases of local taxes were left to the dis-
cretion of the local self-government bodies, these taxes usually accounted for just a minor
share in total local revenues.

There are also some other similarities in the transition processes among the observed
post-communist countries in Central and Eastern Europe. For example, all of them were
under the communist regime for many years, and the decision-making instruments were
exclusively controlled by the communist party. In all these countries, the local self-go-
vernment was legally based on the constitution, which theoretically provided for autono-
my and prescribed the methods for the territorial distribution of government administra-
tion, as well as the interrelationship between the central government authorities and local
self-government bodies.

Table 1 shows some basic common characteristics of the reforms of local self-gover-
nment and territorial organisation in CEE countries.

New laws on local self-government were enacted during 1990 in Poland, Czech Re-
public, Hungary and Slovakia and by end-1993 in other observed countries. Slovenia was
the last to introduce a new law on local self-government in 1993. The independence pro-
cess was soon accompanied by clections at both the national and local levels. The first
free democratic local elections were held after the adoption of the first laws on local self-
government, i.e. in the period from 1990 to 1994. This was followed by a gradual intro-
duction of a new territorial organisation or a territorial fragmentation of local self-gover-
nment units, and new models of their financing were developed. Moreover, the capitals
of all the countries were given a different organisational form and a special administrati-
ve status relative to other local units.

One of the key features of the local autonomy development in the post-socialist era
was the reestablishment of the lowest levels of local self-government — local communi-
ties, municipalities or communes. However, in all the countries there is currently a large
number of newly established small municipalities whose viability is questionable. Despi-
te this, the re-establishment of this lowest level of local self-government and its increasin-
gly important role resulted in its growing influence on making decisions on all significant
local matters. The time has shown that such fragmentation and the excessive number of
municipalities of questionable financial sustainability and low fiscal capacity results in the
need for a permanent change of the local self-government organisation. Owing to this, the
process of establishing new, increasingly smaller municipalities continued in most of the
countries, but with less intensity than at the outset of the reform process in the 1990s.

2.2 Differences in the Development of Local Self-government

Differences in the development of local self-governments in most CEE countries relate
to the structure of local self-government, the organisation of local administration (one-level
to three-level organisation) and fiscal aspects of the local self-government’s operation.
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Table 1 Basic Characteristics of Local Self-government Reforms and Territorial
Organisation in CEE Countries since 1990

Country  New Act on Local Introduction First free and Current territorial organisation
Self-government  of a new democratic
system of local elections
local finance

The local self-government comprises
municipalities (264) and regions or
during October districts (28), in which the government
1991 1991 authority is exercised at the local level.
Below the municipal level there are
town districts and local communities.

September 1991,
Bulgaria  Official Journal
No. 77/91

The local self-government level (6250

Czech Janua November municipalities) and, since 1997, the
Republic Official Journal 1993 Y 1990 intermediate, i.e. regional government
P No. 367/90 level (14 regions and the City of

Prague).

September 1990,

The local self-government level
comprises municipalities (429) and
cities (127), and the regional self-
government consists of counties (20
and the City of Zagreb).

December 1992,  December February

Croatia 1 "90/92 1993 1993

The local self-government
(municipalities) and regional self-
gradually, October government (19 districts and the City
since 1986 1990 of Budapest). Exemptions are the so-
called towns with the rights of districts
(22 of them).

August 1990,
Hungary  Official Journal
No. LXV/90

A three-level system comprising two
local self-government levels and
an intermediate level. The lower,
local level comprises municipalities
March January May (2489), and the higher regional level
1990 1991 1990 comprises the districts (376 of them,
consisting of village districts and
towns with the rights of districts); the
third, intermediate level comprises the
provinces or duchies (16 of them).

Poland

Two levels of local self-government:
the higher level comprising districts
1991, Official during February or counties (42, including the
Journal No. 69/91 1994 1992 municipality of Bucharest), and the
lower level comprising towns (262) and
municipalities (2686).

Romania

September 1990, The local self-government (2891
. . January November S .
Slovakia  Official Journal 1993 1990 municipalities) and regional self-
No. 369/90 government (8 regions and 79 districts)

One-level local self-government,
1993, Official during December comprising 210 municipalities, 11 of
Journal 72/93 1994 1994 which have the status of” urban/city
municipality.

Slovenia

Source: Baldersheim et al. (1996b:24); adapted by the author.
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Peteri (2001) suggests that, unlike the countries in Central Europe, Southeast Europe-
an countries like Croatia, Bulgaria and Romania still combat the problems of the central
government reform and decentralisation, and of adjusting various local self-government
models to their own needs. The history of these countries shows the prevailing tenden-
cy towards centralisation, because they were established as national states later than the
Central European countries.

The elected local bodies are limited in their functions and responsibilities and the au-
thority for public functions and services is still in many different ways divided between
them and the central government. Centralised distribution of public functions and strict
control of public services exercised by the central government often coincides with a
shortage of local units’ own revenues. The distribution of revenues does exist, but it is
largely discretionary. However, this is also differently arranged in the observed countri-
es. For example, unlike Croatia which is in the process of general decentralisation, other
countries plan to reform specific parts of their local self-government system, like Bulga-
ria, which is about to carry out revenue decentralisation, or Romania, which plans to re-
define the role of majors. The need for further fiscal decentralisation is particularly pro-
nounced in Slovakia, because, given low local revenues and strong dependence on go-
vernment transfers, there are many municipalities with unsustainable financial systems.
On the other hand, in Slovenia there is a strong need for giving wider decision-making
powers to local bodies, because the municipal administrations cannot independently im-
pose any new taxes, and are most frequently not entitled to increase tax rates or fees in
order to provide for additional revenues.

A major difference among CEE countries consists in different structures of the local
self-government, which can include one to three levels. The activities and functions of
the existing public administration bodies and of the new local-level administrations have
undergone constant changes in all of these countries. While the role of the intermediate
level of government is the key issue in most new EU Member States (e.g. Czech Repu-
blic, Hungary and Poland), in Slovenia this level of government has not even been intro-
duced. (for more details see Peteri, 2001:15-18).

Furthermore, Zakosek (2003:81) points to considerable differences among the units
of local self-government in most CEE countries with respect to their size, economic and
financial power and development. Therefore it is necessary to introduce elaborate fiscal
equalisation mechanisms, based on various criteria (like in the Slovenian case), in order
to support underdeveloped areas or areas with special (and greater) needs. The equali-
sation transfers may on no account depend on political criteria. In addition, the property
owned by local self-government units in the region has not been adequately used so far.
It is therefore necessary to develop more efficient local asset management administrati-
ons in order to increase the local budget revenues.

The following part outlines the history of the territorial organisation in the observed
CEE countries, from the democratic changes in the 1990s to date.

3 Territorial Organisation of Local Self-government in Central and East
European Countries

The territorial organisation of local self-government in the observed countries is not
uniform, but it has been developed in accordance with the specific needs of individual
countries. As a result, from the beginning of its transformation, local self-government in
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CEE countries has been organised at one, two or sometimes even three levels. The text
below provides a description of the territorial organisation and the analysis of the num-
ber of local and regional self-government units.

After the collapse of communism, the local self-government in most of the observed
countries (Hungary, Czech Republic, Slovakia and Poland) was organised at the munici-
pality or local community level. "Hungary was the country with a most advanced local
self-government reform which introduced a two-level organisation of local governance,
the municipality level and district level. Similar reforms were introduced in Poland and
Slovakia in 1999 and 2001 respectively, although Slovakia introduced a kind of a regio-
nal administrative division as early as 1996° (Majcherkiewicz, 2000).

Most countries have two-level local self-governments (a lower level and a higher
level), with the exemption of major cities or capitals. Major cities in certain countries are
organised in different ways. Their territorial scopes and jurisdictions, as well as their spe-
cial organisation and financial status are regulated by special laws.

Municipalities and local communities constitute the lower-level local self-gover-
nment*. In most countries, the lower level self-government is administered at the level of
municipalities, but there are differences in their organisation. For example, some muni-

Table 2 Territorial Organisation of the Intermediate Level of Government and of the
Units of Local and Regional Self-government in CEE Countries Before and After

their Independence

Country Bulgaria ~ Czech  Hungary Poland Romania Slovakia  Slovenia Croatia
Republic

Provinces/regions (1993) - - 19 (49)* 41 - -
Districts/counties (1993) - 453 - 267 - 40 - 20+1
Total number of local 217 6196 3149 2468 2955 2851 147 419
communities (communes ) (1994) (1992)
and municipalities in 1993
Number of local 279 4092 1610 2375 2942 2725 02 102
communities (1991) (1991)
(communes ) in 1989
Increase in the number 93.4 34.0 489 3.9 0.11 0.4 578 75.7

of local communities
(communes) from 1989 to
1993 (%)

aSource: Bennet (1997:10); the data on Slovenia and Croatia were adapted by the author and they
represent the increase in the number of municipalities, being the lowest-level local self-government units
in these countries at that time.

*Note: The reform data on the number of provinces in Poland are in brackets, because provinces
were not introduced until 1993.

3In 1996, Slovakia introduced a two-level system of general government administration offices, the regional and
district levels, whereas the central government administration offices at the local level were abolished.

4 In Bulgaria, for example, local self-government is only organised at the municipality level, whereas the inter-
mediate level (the regions) is responsible for law enforcement and the performance and control of executive functions
transferred by the central government to the lower government levels.
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cipalities in Slovenia and Slovakia have city municipality status, whereas some cities in
Hungary also have the powers of a higher level of local self-government, i.e. of the dis-
trict. Similarly, it is impossible to make a comparison of the size of municipalities between,
e.g. Poland and Slovenia.

Districts or counties’ represent the higher level of local or regional self-government,
which is responsible for coordination of the activities of municipalities and communities
in a certain area, promotion of local interests and organisation of public services in a bro-
ader area. In most countries, the higher level of local self-government is represented by
local or regional self-government, because its bodies are elected at local elections and it
is responsible for the execution of tasks at the local level.

Some countries also have an intermediate level of governance or territorial organisa-
tion represented by regions or provinces. In Poland, for example, this intermediate level
includes 16 duchies (provinces).

An important issue is also the efficiency of a huge (and inadequate) number of the
lowest-level self-government units — municipalities and communes, whose financial via-
bility is questionable. Table 2 gives a comparison between the numbers of local self-go-
vernment units in the observed countries before and after they gained independence (up
to 1993).

The increase in the number of newly established units of local and regional self-go-
vernment, primarily the local communities (communes) and municipalities as the basic
and lowest-level local self-government units, at the very beginning of the territorial fra-
gmentation differs from country to country. The increase in communes in that period was
the highest in Bulgaria (as high as 93%), and the lowest in Romania. In certain countri-
es, the process of establishing new local communities and municipalities is still going on.
Specifically, despite a boost in the number of municipalities in Croatia in the 1991-1992
period (of about 76%), the number of newly established municipalities continued to grow
even after this period. Since 2005, Croatia has had as many as 429 municipalities, mostly
established for political reasons and without an adequate economic analysis. As a result
of this, the financial viability of such units is questionable.

Even after 1993, most of the observed countries (except Slovenia which only saw a
rise in the number of municipalities) went through many radical changes in their territo-
rial organisation, as shown in Table 3.

An intermediate level of government at the level of regions or provinces has been in-
troduced in Bulgaria, Czech Republic, Poland and Slovakia. Other countries still have no
regions, but the functions transferred by the central government to the local level, which
are usually discharged by regions, are performed at the higher level of local self-gover-
nment, i.e. in districts or counties. In Romania, for example, the activities of the local
self-government are carried out at a higher level of self-government i.e. in districts (42
districts together with Budapest which has dual status of both district and municipality),
and at a lower level of local self-government, in cities and numerous local communities.

5 For more details, see Kandeva, 2001:24-28.
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With some exceptions®, Hungary has a two-level system of local self-government with
districts as higher-level units of local self-government and cities and local communities
as lower-level units of local self-government. During 1994, 8 regions were abolished and
their functions were delegated to the districts. Poland has the most sophisticated three-
level system of public administration.

Table 3 Territorial Organisation of the Intermediate Level of Government and of the
Units of Local and Regional Self-government in CEE Countries, till 20067

Czech

Country Bulgaria Republic

Hungary Poland Romania Slovakia Slovenia Croatia

Intermediate
level

Provinces/

egions 28(1998) 14(2001) - 16 (1997) - §(1996) - -

Higher level
of local self-
government

Districts/
counties

S19(1994) 37601997 4200 79(19%) - 2041

Lower level
of local self-
government

C1t1els/lcltyl . ~ 169
municipalities
Municipalities 264 (2005)  6.250 (2003) - 2489 83(2001) ~ 2.891(2005  210(2006) 429 (2006)

Local
communities/
communes/
villages

- 179(2001) - 110f2108 126 (2006)

- - 2913 - 2.688 - - -

Note: *In 2005, 138 municipalities in Slovakia had city status, while in Slovenia, 11 municipaliti-
es of a total of 210 had city municipality status.

Source: The author s research.

According to Baldersheim et al. (1996b;25-28), the basic unit of local self-gover-
nment in Czech Republic, Hungary. Slovenia and Poland is the municipality or commu-
ne. Municipalities in Poland are relatively large, while in other CEE countries they are
rather small in size.

Table 4 presents the organisation and scope of higher-levels of local and regional self-
government, and of the intermediate level in the observed countries.

6 In Hungary there are the so-called cities with the rights of districts (22 of them together with Budapest), which
also perform the functions of districts, and the capital, Budapest, divided into 23 districts.

7 Different levels of government have different names in particular countries. In some of them, for example,
higher (intermediate) levels of government are called provinces (or regions), and in others they are called districts or
counties). Similarly, the lowest-level local self-government units are known as municipalities in some countries and
local communities in others.
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Table 4 Organisation and Scope of Intermediate and Higher Levels of Local Self-
government in CEE Countries

Country Higher level of governance Scope

Decentralised administrative and territorial units in
which the government authority is exercised at the

Bulgaria 28 regions local level. They also implement regional policy and
harmonize the national and local interests.

Czech 14 regions (together with the Responsible for the planning of economic and social

Republic capital) development in their respective territories.

Performing the functions of regional significance
aimed at promoting balanced economic and social
development of the units of local self-government in
their territories.

20 counties and the City of
Croatia Zagreb having the status of
city and county

Responsible for government administration activities
Hungary 19 districts which they carry out at public administration offices,
and for providing services or regional significance.

The districts, together with municipalities, perform

. . the functions of the local self-government, whereas
16 regions or provinces and

Poland o the regions carry out the activities of government
376 districts it . . . .
administration and are responsible for high education
and spatial development.
Responsible for government administration activities
. . s t the int iate level of t 11 as fi
Slovakia 8 regions and 79 districts atthemn e@edla ¢ leve’ OF government, as wetl as for
the economic and social development within regions or
districts.
Slovenia - -
. o . Units of local self-government and bodies responsible
Romania 42 districts (counties) gov P

for government administration activities.

Source: The author s research.

The intermediate level of governance is differently organised in CEE countries. In
some of them (e.g. Hungary), higher-level units of local self-government, i.e. districts,
constitute the intermediate level of regional governance performing the tasks similar to
the tasks executed by regions or provinces in other countries. Only Slovenia has not yet
developed such level of governance. However, the territorial organisation reform in this
country is primarily aimed at establishing the regions. The current administrative orga-
nisation of Slovenia consists of central government authorities and municipal or city go-
vernment. The establishing of regions or provinces is necessary, primarily for the purpo-
se of utilising the money from EU funds earmarked for European regions, but also for in-
terregional cooperation®.

8 On 27 June 2006, the Slovenian Parliament passed a constitutional law (Official Gazette, 68/06) amending
those Articles of the Constitution which provide a basis for the enactment of laws in the Government procedure. Prov-
inces are to be established in 2008, so that both provincial and parliamentary elections would be held concurrently.
The provincial government would consist of the provincial council, the president of the province and various provin-
cial bodies (e.g. the committee at the president of the province, a municipality conference as an advisory body to the
council, to the president, etc.). The provinces should start to function on 1 January 2009. The 12 statistical regions
and 14 development regions would most probably constitute the territorial framework for provinces as new adminis-
trative and territorial units in Slovenia. For more details, see IFIMES (2006).
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Similarly, the capitals of most of the observed countries were recognised special sta-

tus, as briefly shown in Table 5.

Table 5 Status and Organisation of Capital Cities in CEE countries

Country Capital Number of Capital city status
administrative units
Special status; Sofia is given the powers
. .. . . to provide public services falling within
Bulgaria Sofia 24 administrative units P p 8
the scope of local self-government and
government administration.
57 municipal districts Special dual status of the capital which
Czech and 22 administrative performs the functions of the local self-
Republic Prague units performing government and government administration;
P the government Prague has both the local self-government and
administration functions  regional centre status.
Dual status of city and countys; it is given the
Croatia Zagreb 17 town districts powers to perform the functions and tasks of
both local and regional self-government.
.. . . Special legal status of city self-government
Hunga Budapest 23 administrative units e
ungary udap vew and self-governments of 23 districts.
Special dual status of municipality and urban
o . istrict: it is divided into 11 inaliti
Poland Warsaw 11 administrative units district; it 18 divided into 11 municipalities
among which only the Warsaw-Centre
municipality has 7 municipal districts.
.. . . The municipality status, like its other districts
. . 17 administrative units . .
Slovakia Bratislava L which also have their own self-government
(districts) .
bodies and own budgets.
. S Divided into town district  The status of urban municipality, like the other
Slovenia Ljubljana o . L
communities 10 major Slovenian cities.
. 7 administrative units L o
Romania Bucharest veu Dual status of municipality and district.

(districts).

Source: The author s research.

«The described development of the local self-government system in CEE countries
had numerous consequences. First, most municipalities were too small, and, given their
inadequate sources of financing, they were unable to provide enough staff for the local
self-government bodies. Secondly, the small size of municipalities posed an obstacle to
further decentralisation of powers and responsibilities in providing services and to an au-
tonomous functioning of the local self-government. Thirdly, the small-sized municipali-
ties led to the strengthening of a higher level of governance (already established in Hun-
gary and Romania before 1993), or to an increase in the administrative power of regions
or provinces controlled by central government authorities. Fourthly, the growing inde-
pendence of municipalities slowed down their mutual cooperation and association in co-
ping with certain difficulties arising from their small size.” (For more details see Balder-
sheim and Illner, 1996).
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Briefly put, as a result of territorial organisation reforms, local self-government is
exercised at the municipality level in most of the observed countries (with the exception
of Poland where it is also exercised at the district level), whereas government administra-
tion functions are performed at a higher level of local governance, i.e. by districts, or at
an intermediate level, by regions.

4 The System of Local Self-government Financing in Central and East European
Countries

During the communism, lower levels of local self-government had little or no autho-
rity over their expenditures. Their budgets were approved by the central government and
transfers of revenues from the central government to the local government level were su-
bject to negotiations. However, economic reforms introduced in CEE countries after they
gained their independence changed the role of self-government in these countries, though
still insufficiently, which is discussed in greater detail in the following part.

As from the 1990s, the parliaments in a number of transition countries adopted the
laws on local self-government, local taxation and the right to association, as well as the
laws on election reforms. Most of the laws on local self-government were based of the
European Charter of Local Self-government. The key feature of these laws was the divi-
sion of powers to decide on revenues among different levels of government. However,
the extent to which these laws were applied differed from country to country, so that the
lower-level local self-governments in most countries are still institutionally incapable of
assuming the new responsibilities. (Raiéevié i Ilic-Popov, 2002:29).

O’Sullivan (2002:171) argues that in almost all transition countries, the finances of
the lower-level local self-governments have a decisive role in improving economic effi-
ciency and achieving macroeconomic stability, as well as in providing the social security
network. In addition, in countries with a shorter history of local self-government, the de-
velopment of efficient local and political institutions may be the key to establishing a mo-
dern state. In this process, the development of a transparent, functional and efficient system
of interrelations between various levels of governance and an efficient decentralisation of
powers and responsibilities can be crucial for the achievement of most reform goals.

In other words, the decentralisation of powers and establishment of efficient local
self-government proved to be the key factors of transformation in CEE countries (Bal-
dersheim et al., 1996b:23-43). Bird, Ebel and Wallich (1995) note that the “decentrali-
sation in transition countries proved to be one of the key institutional steps in the transi-
tion to market economy and the establishment of a political system based on democratic
decision-making.”

In this way, the development of local self-government in CEE countries was most
closely correlated with the achieving of an optimum degree of fiscal federalism, i.e. the
division of fiscal powers and responsibilities among different levels of government. Mo-
reover, the development of local self-government in these countries was closely related
to the fiscal decentralisation process, i.e. the transfer of responsibilities for the planning,
managing, taking over and distribution of resources from the central government to the
lowest level of local self-government.
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The following part presents an analysis of certain financial indicators in order to hig-
hlight the financial importance of previous fiscal decentralisation processes in the obser-
ved CEE countries. But before this, let it be mentioned that the fiscal decentralisation pro-
cess in these countries was exceptionally complicated. In this region, the decentralisati-
on process is inseparable from the transition to the market economy and establishment of
democratic political institutions. The first important steps towards fiscal decentralisation
were taken in Hungary and Poland during 1971 and 1983 respectively, by enacting new
local self-government legislation. However, this legislation did not introduce any mate-
rial changes into the local self-government within the communist systems, nor did they
reduce the dominance of the communist parties in local decision-making. In other words,
these minor and limited changes made but a small contribution to the strengthening of
local democracy and efficient functioning of local self-government bodies.

Jurlina Alibegovi¢ (2007) notes that a centralised state exists when the central gover-
nment or public authorities are vested with a larger number of powers to make public deci-
sions. The degree of centralisation is one of the common measures of the level of centrali-
sation in a country, representing the share of the central government revenues/expenditu-
res in the total general government revenues/expenditures. The degree of centralisation is
also measured by the share of the central government in gross domestic product (GDP).
The degree of decentralisation is the measure of the decentralisation level in a country
showing the extent to which the local self-government bodies participate in the total re-
venues and expenditures of the general government and in GDP. A motive for increasing
the degree of decentralisation should be (but is very often not) to improve the efficiency
of the public sector and the quality of satisfying the public needs of citizens, in accordan-
ce with their affinities and needs for public goods and services. The fiscal theory clearly
suggests that the decentralisation of fiscal authorities is more efficient in countries with
fully determined legal aspects of the local self-government organisation and financing and
in which the local self-government bodies exercise adequate public revenues and expen-
ditures control and in which the local administration possesses the appropriate knowled-
ge and skills. If this is not achieved, the results of decentralised decision-making in disc-
harging public functions and utilisation of public resources are unsatisfactory.

Most of the observed countries have still not achieved an optimum level of fiscal de-
centralisation, nor have they provided sufficient revenues to finance the tasks transferred
from central government authorities to the local level of government. For that very rea-
son, these countries have to introduce fiscal equalisation mechanisms in the form of tran-
sfers based on various criteria, aimed at providing aid to underdeveloped areas or areas
with special needs.

The degree of (de)centralisation in certain CEE countries can be measured by a num-
ber of indicators. We have selected the following: the share of total revenues and expen-
ditures of local and regional self-governments in GDP, the share of total revenues and
expenditures of units of local and regional self-government in total general budget reve-
nues and expenditures, the share of central government transfers in the total revenues of
units of local and regional self-government and the share of tax and non-tax revenues in
the total revenues of units of local and regional self-government.
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Tables 6, 7 and 8 show some decentralisation indicators for CEE countries.

Table 6 Total Revenues and Expenditures of Units of Local and Regional Self-
government in CEE Countries (as % of GDP)

Share of total revenues of units of Share of total expenditures of
local and regional self-government units of local and regional self-
in GDP government in GDP
2000 2005 2000 2005
Bulgaria 7.3 5.7 7.0 53
Czech Republic 8.6 10.9 7.9 8.8
(1999)
Croatia* 7.4 5.3 6.5 7.7
(2002)* (2002)*
Hungary 11.1 12.5 10.4 13.1
(1999)
Poland 12.0 12.6 12.1 11.9
(1999)
Romania 4.4 - 34 -
Slovakia 2.4 6.7 2.7 5.9
Slovenia 5.3 8.9 5.3 7.5
Average (for 2005, 7.3%* 9.0 6.9%* 8.6

excluding Romania)

Sources: for 2000, Human Dynamics Consortium (2007:9); for 2005, the author s calculation based
on IMF data (2006a; 2006b).

* In Croatia, there is a problem of consolidation and the application of different methodologies in
the observed years. Specifically, unlike in the previous years, from 2002 on, the GFS 2001 methodolo-
gv was applied. In addition to this, since 2002, only 53 local units that assumed decentralised functions
have been consolidated (20 counties, the City of Zagreb and 32 other towns), which accounts for 70 to
80% of total transactions. The Table presents exactly these data and they should be taken with caution.
The official data provided by the Ministry of Finance of the Republic of Croatia were used. This note
also applies to the Tables 7 and 8.

** Given the difference in the years observed, this data should be taken with reservation.

The share of expenditures of the units of local and regional self-government in GDP
is a reliable indicator of decentralisation. Table 6 shows that Slovakia (2.7%), Roma-
nia (3.4%) and Slovenia (5.3%) were the least decentralised countries in 2000. Croatia
(7.7% in 2005) belongs to relatively centralised systems (Human Dynamics Consortium,
2007:71). However, even though Slovakia and Slovenia increased the shares of expendi-
tures of their respective units of local and regional self-government in GDP in 2005, they
still remain the least decentralised countries in the region, together with Bulgaria.

Looking at decentralisation in 2000 from the point of view of revenues, countries
with centralised expenditures usually have centralised revenues, too. Croatia follows this
general trend. In addition, the shares of total revenues of units of local and regional self-
government in GDP are below the average for CEE countries which have become new
members of the EU. There are considerable differences among the units of local and re-
gional self-government in centralised EU Member States with respect to the reliance on
various sources of revenues. Thus, new EU Member States rely more heavily on tax and
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Table 7. Shares of Total Revenues and Expenditures of Units of Local and Regional
Self-government in GDP in CEE and Western European Countries

Share of total revenues of units Share of total expenditures

of local and regional of units of local and regional
self-government in GDP self-government in GDP

CEE countries

Bulgaria 5.7 53
Czech Republic 10.9 8.8
Croatia 5.3 7.7
Hungary 12.5 13.1
Poland 12.7 11.9
Romania - -
Slovakia 6.8 5.9
Slovenia 8.9 7.5
Average (excluding Romania) 9.0 8.6
Western European Countries

Austria 8.1 8.0
Belgium 21.2 21.0
Denmark 32.6 33.3
France 10.9 10.2
Italy 14.7 14.7
The Netherlands 15.8 15.9
Norway 15.6 15.3
Germany 19.1 20.4
Spain 20.1 19.0
Sweden 25.5 23.9
UK 12.9 12.3
Average 17.9 17.6

Source: IMF (2006a; 2006b).

non-tax revenues. Less reliance on grants reduces the ability of the local self-government
to ensure an equal level of local services, because local units have to rely on their own
fiscal capacities (Human Dynamics Consortium, 2007:10).

In 2005, like in 1999, the largest shares of total revenues of the units of local and re-
gional self-government in GDP were recorded in Hungary and Poland (over 12%).

Table 7 gives a comparison of the shares of total revenues and expenditures of units
of local and regional self-government in GDP in 2005 between CEE and Western Euro-
pean countries.

The analysis of the shares of total revenues and expenditures of units of local and re-
gional self-government in GDP listed in Table 7 shows that, according to financial indi-
cators, the role of local and regional self-government in CEE countries is almost half as
important as that in Western European countries. In other words, the role of local and re-
gional self-government in the Western European countries (especially Denmark, Swe-
den and Belgium) is considerably more important than in CEE countries. As suggested
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Table 8 Other Decentralisation Indicators for CEE Countries (in %)

Share of revenues  Share of expenditures  Share of tax Share of non-  Share of grants
of units of local of units of local revenues in tax revenues in  (transfers) in
and regional self- and regional self- total revenues total revenues  total revenues

government in total ~ government in total  of units of local  of units of local of units of local
general government  general government and regional self- and regional self- and regional

revenues expenditures government government  self-government
2000 2005 2000 2005 2000 2005 2000 2005 2000 2005
Bulgaria 16.9 13.6 20.6 14.9 46.3 19.4 138 111 427 69.6
Czech 20.8 273 26.1 215 47.7 50.3 363 123 253 374
Republic (1999) (1999) (1999)
Croatia 14.9 11.8 11.7 9.8 57.1 58.2 286 278 6.0 14.0
Hungary 26.7 293 24.1 26.3 33.0 35.1 170 153 493 49.4
(1999) (1999) (1999) (1999)
Poland 28.8 312 45.1 285 245 327 242 169 39.3 50.4
(1999) (1999) (1999)
Romania 12.9 20.5 12.0 19.1 69.7 83.6 138 10.0 17.0 6.4
(2002) (2002) (1999) (1999)
Slovakia 5.6 18.5 7.4 15.4 67.1 49.2 209 151 186 357
Slovenia 12.4 19.3 13.2 16.7 58.5 33.8 18.1 18.3 238 478

Sources: IMF (2001, 2006a); Human Dynamics Consortium (2007) and the author s calculation.

by the basic financial indicators, the importance of local and regional self-government
in Central and Eastern Europe is only comparable to that in Austria (about 8%) or Fran-
ce (about 10%). Nevertheless, the Western European countries have a much longer tra-
dition of local democracy and the local self-government in these countries is much more
efficient and stable.

Table 8 shows some other decentralisation indicators for CEE countries.

According to Jurlina Alibegovi¢ (2007:4), Croatia is a highly centralised country,
compared with others, in which the central government accounts for the largest part of
public revenue and for most of public expenditure. This means that the decisions on pu-
blic money collected from all taxpayers and of its spending are mainly made at one place
— in the central government, as confirmed by the data in Table 8.

Other decentralisation indicators suggest that, unlike in Poland, Hungary and Czech
Republic, where the share of revenues of the units of local and regional self-government
in total revenues of all levels of governance (i.e. in the general government budget) was
relatively high in 2005 (more than 25%), in all other countries this participation was rat-
her low. In other words, while the units of local and regional self-government in Poland,
Hungary and Czech Republic generate more than one fourth of total public revenues, they
also account for about one fourth of total public expenditures.
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In 2005, the share of tax revenues in total revenues of units of local and regional self-
government was the largest in Croatia and Czech Republic (there are no available data for
Romania for all the years). The share of non-tax revenues in total revenues of the units of
local and regional self-government was small in all CEE countries, and it is these revenu-
es that the units of local and regional self-government decide upon independently.

Furthermore, an analysis could also be made of the importance of central government
transfers for units of local and regional self-government in these countries. In 2005, the
strongest dependence of the local self-government on central government transfers was
observed in Bulgaria, Hungary, Poland and Slovenia. It is obvious that the financial sy-
stems of the local self-government in most of the observed countries, inherited from the
‘central planning era’ continue to be characterised by strong dependence of the lower le-
vels of self-government on central government transfers and an almost complete absen-
ce of any substantial own sources of revenues. Consequently, the local self-governments
in all the observed countries are faced with the same problem of insufficient funds, and
their central governments have the exclusive control over the major sources of funds. In
other words, the central government transfers to units of local and regional self-gover-
nment are very important, primarily due to limited local taxes. The dependence on tran-
sfers and tax sharing in these countries shows that they expected their units of local and
regional self-government to assume a more substantial role in the local social and econo-
mic development after they gained their independence and started the process of decen-
tralisation. However, this has still not happened.

5 Conclusion

The process of local self-government transformation after 1989 was not the same in
all the CEE countries. However, what all CEE countries had in common was that the be-
ginning of the transformation process coincided with the collapse of communist regimes
and the establishment of new democratic governments. Moreover, all the countries su-
bsequently ratified the European Charter of Local Self-government, so that the laws regu-
lating self-government in most of these countries were based on the European Council re-
commendations. In addition to this, the main similarities in the development of local self-
governance among the observed countries relate to the enactment of new laws on local
self-government, setting up of a new territorial organisation of the local self-government
system and the introduction and organisation of a new system of local finance. It turned
out, however, that the new models of territorial organisation resulted in a large number of
small municipalities with questionable viability. Furthermore, as the power to make deci-
sions on financial aspects of local self-government was concentrated at the central gover-
nment level, the units of local self-government in all the observed countries were, and for
the most part still are, financially dependent on central government transfers (grants).

The differences in the development of the local self-government most often relate to
the structure of local self-government, the organisation of local administration and the mo-
dels of the local self-government’s fiscal operation. The reforms often failed to solve the
problems existing at the local level, e.g. the existence of extremely small municipalities,
insufficient fiscal capacities of the lower levels of government, the lack of a clear-cut di-
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vision of powers between the local and central government bodies or the issues of local
ownership. In addition, local self-government bodies are often financially dependent on
central government transfers (grants).

The local self-government is differently organised in the observed CEE countries, i.e.
at one level, two levels or even three levels of governance. Most of the countries have one
or two levels of local self-government. Exceptions are big cities and capitals with special
statuses. In other words, the local self-government in CEE countries is territorially orga-
nised at a lower level- in municipalities and communes or local communities, and at a hi-
gher level — in districts or counties. In some countries there is also an intermediate level
represented by provinces or regions.

The development of local self-government in CEE countries closely correlates with
the allocation of fiscal powers and competences among different levels of governance
and with the fiscal decentralisation process, i.e. with the transfer of responsibilities for
planning, management, taking over and distribution of resources from the central gover-
nment down to the lowest level of local self-government. However, the analysis of basic
fiscal decentralisation indicators shows no significant improvement in the degree of fiscal
decentralisation in most of the countries. Moreover, in most of them lower levels of local
self-government are heavily dependent on central government budget transfers, while their
own sources of revenues (primarily own tax and non-tax revenues) are insufficient to fi-
nance all functions of the local self-government. In other words, these countries are per-
manently faced with the need for stronger fiscal decentralisation, which poses new chall-
enges, primarily with respect to optimum transfer of not only tasks and obligations, but
also of financial resources, to the local level of governance. This would provide a basis
for a real fiscal autonomy of local self-government units.

It is for this reason that further reforms of local finance have been an almost daily
topic of numerous discussions across CEE countries. In the past, the transformation proce-
ss was focussed on the fiscal relationships between different levels of governance, where-
as today, the reforms are focused on finding the way to increase the share of independent
sources of revenues of units of local self-government and thus strengthen their autonomy
and their influence on the local social and economic development in CEE countries.
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