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1 The concept of local government below covers regional and local government together. For example, in the 

Croatian system of local government and self-government are the counties, cities and municipalities.
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Fiscal Federalism characterises the fis-
cal relations between central and lower lev-
els of government, that is, the financial as-
pects of the devolvement of authority from 
the national to the regional and local levels. 
Fiscal federalism covers two interconnect-
ed areas. The first is the division of compe-
tence in decision making about public ex-
penditures and public revenue between the 
different levels of government (national, re-
gional and local). The second is the degree 
of freedom of decision making enjoyed by 
regional and local authorities in the assess-
ment of local taxes as well as in the deter-
mination of their expenditures (in aggregate 
and detailed senses).

The level of these competences depends 
on the real degree of decentralisation of some 
state in both a political and an administrative 
sense. How much authority is enjoyed by 
local government units1 depends upon:

the range of public services that they •	
finance;

the sufficiency of the revenues for the •	
financing of public services; 

the extent of the authority that local •	
government units have in the alloca-
tion of budgetary resources;

the extent of authority in the deter-•	
mination of the rates of local taxes 
and user fees.

Public expenditures that are financed at 
the level of local government are deter-
mined differently in individual countries. In 
most countries local government units are 
responsible for the financing of the commu-
nal services: local roads and street lighting, 
water supply and sanitation, waste collec-
tion, parks and sports facilities, social hous-
ing and the like. There is a particularly di-
verse approach to the degree of the local fi-
nancing of social services such as education, 
health care and social assistance. In some 
countries these services are financed from 
the central government budget, in others the 
costs are shared among the levels of local 
government, while in others again local gov-
ernments shoulder the entire cost of social 
services.
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Local public expenditures are financed 
with local taxes, user fees and intergovern-
mental transfers. Local government can also 
take on debt in the financial market.

Local tax revenue can be formed from 
two sources: first, from the division of tax 
revenue among the different levels of gov-
ernment (shared taxes) and secondly, auton-
omously, with each local unit determining 
the local taxes, setting the tax base, the rate 
and the tax exemptions independently. 

Local taxes are divided into three cat-
egories: taxes on property, taxes on corpo-
rate and personal income, and sales tax.

Taxes on property are the most com-
mon form of local taxes. These taxes have 
certain advantages, which contribute to 
making local revenue more stable. The 
basis of this tax is the real estate located in 
the area of the local government, and hence 
it is quite unambiguous that the revenue 
from that tax does belong to that unit of 
local government. Apart from that real es-
tate cannot be concealed in the under-
ground economy and is thus a sure tax base 
for the local budget. The drawback of these 
taxes is in the lengthy and complex deter-
mination of the base, which includes eval-
uation of the real estate and updating val-
ues along with price changes. Apart from 
this, such a tax is collected directly from 
the taxpayer, which makes every change in 
this especially political sensitive for local 
government.

Personal income tax is the most pro-
ductive local tax. The rates of local income 
tax are usually determined as the rates of 
surtax on top of the national personal in-
come tax. In some countries local govern-
ment also participates in resources from 
corporate income tax. But in recent times, 
the importance of corporate income tax has 
declined in the local budgets of European 
countries. For the tax base for corporate in-

come tax is very mobile, and it is difficult 
to determine which part of this tax belongs 
to the local government.

Sales taxes are characterised in most 
European countries by a national value 
added tax and excises, while local consump-
tion taxes constitute just a small part of the 
local budgetary revenues.

User fees are the autonomous revenues 
of local units that have a purpose set in ad-
vance. The main user fees are charges with 
which the local infrastructure is financed, 
such as the water supply, sewage and pub-
lic transport systems. Local units themselves 
set the rate of user fees quite independently, 
and also look to the collection of them. 

Intergovernmental transfers from the 
national government level to the local gov-
ernment units are carried out by sharing tax 
revenues and by grants. The sharing of tax 
revenues is carried out according to some 
formula that can for example include a per 
capita criterion, that is, the tax is shared ac-
cording to the size of the population, or a 
territorial criterion, i.e. the tax belongs to 
the local unit on the area of which it is col-
lected. Grants can be targeted, i.e. when 
they are meant for the coverage of a pre-
cisely defined expenditure (for example, 
welfare payments or education), or untar-
geted, which can be used at the discretion 
of local government units.

The purpose of intergovernmental 
transfers to local government units is that 
horizontal and vertical equalisation be car-
ried out. Vertical equalisation is meant to 
close the gap between the costs for services 
that local governments have to provide and 
the direct resources that they can collect. 
Horizontal equalisation is used to equalise 
the per capita revenues or expenditures of 
given units of local government.

Local government units can borrow 
over the long term by taking out loans in 
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order to finance large capital investments 
that cannot be covered from the annual rev-
enue. But the ability to pay off principal and 
interest, i.e. the debt servicing capacity of 
local units has to be secured from future 
revenue. Usually, European countries set 
limits in order to avoid excessive local gov-
ernment indebtedness and excessive public 
sector debt growth. 

literature

Bajo, A., 2001. “Fiskalna decentraliza-
cija” [online] in: K. Ott, ur. Javne financije 
u Hrvatskoj. 3rd ed. Zagreb: Institut za javne 

financije, 55-64. Avaiable from: [http://www.
ijf.hr/rosen/rosenic/decentralizacija.pdf].

Hewitt, P. D., 1991. “Transfers to Lo
cal Governments” in: Ke-young Chu and R. 
Hemming, eds. Public Expenditure Hand-
book. Washington, D.C.: International Mon-
etary Fund. 

Oates, E. W., 1977. The Political Econo
my of Fiscal Federalism. Lanham: Lexing-
ton Books.

Rosen, S. H., 1999. Javne financije. 
Zagreb: Institut za javne financije.

Ter-Minassian, T., 1997. Fiscal Fed-
eralism in Theory and Practice. Washing-
ton, D.C.: International Monetary Fund. 


