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International Consortium on Governmental Financial
Management

General Information

“Working globally with governments, organizations, and individuals, the International Consortium on
Governmental Financial Management is dedicated to improving financial management so that
governments may better serve their citizens.”

Our mission includes three key elements. First, it highlights that, within the international community, the
Consortium is unique - it serves as an “umbrella” bringing together diverse governmental entities,
organizations (including universities, firms, and other professional associations), and individuals. At the
same time, it welcomes a broad array of financial management practitioners (accountant, auditors,
comptrollers, information technology specialists, treasurers, and others) working in all levels of
government (local/municipal, and national). Additionally the mission statement emphasizes the
organization’s commitment to improving government infrastructure so that needs of the people are better
met. Our programs provide activities and products to advance governmental financial management
principles and standards and promote their implementation and application.

Internationally, the Consortium (1) sponsors meetings, conferences, and training that bring together
financial managers from around the world to share information about and experiences in governmental
financial management, and (2) promotes best practices and professional standards in governmental
financial management and disseminates information about them to our members and the public. The
International Consortium on Governmental Financial Management provides three options for
membership.

1. Sustaining Members: organizations promoting professional development, training, research or
technical assistance in financial management; willing to assume responsibility for and to actively
participate in the affairs of the Consortium. Each Sustaining Member has a seat on the ICGFM Board of
Directors and receives 10 copies of all ICGFM publications to be distributed within their organization.
(Dues: $1,000)

2. Organization Members: government entities with financial management responsibilities, educational
institutions, firms, regional and governmental organizations, and other professional associations. Six
organization members serve on the ICGFM Board of Directors and organization members receive 5
copies of publications to be distributed to their members. (Dues: $250/$125*)

3. Individual Members: persons interested in or dedicated to activities directly related to financial
management and who wish to be members in their own right. Six members of the ICGFM Board of
Directors will be selected from among all individual members. Each individual member will receive a
copy of all ICGFM publications. (Dues: $100/$50%)

4. Student Members: persons enrolled at a college or university who is interested in financial
management are eligible and will enjoy the benefits of Individual Members. Student Members enjoy the
benefits of Individual Members. (Dues: $25/$15*)

* A special discount is offered to developing countries, countries with economies in transition and regional
groups/organizations in such countries to encourage their participation. This discount is available to all countries
other than Australia, Canada, China, Egypt, European countries (except transition economies) India, Iran, Israel,
Japan Kuwait, Libya, Mexico, New Zealand, Nigeria, Oman, Saudi Arabia, United Arab Emirates, USA, Russia, and
Venezuela, China, Eqypt, European countries (except transition economies), India, Iran, Israel, Japan, Kuwait,
Libya, Mexico, New Zealand, Nigeria, Oman, Russia, Saudi Arabia, United Arab Emirates, USA, and Venezuela. Full
time students also receive the 50% discount.
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Foreword

In its World Economic Outlook (September 2011), the IMF stated that:

The global economy is in a dangerous new phase. Global activity has weakened and become
more uneven, confidence has fallen sharply recently, and downside risks are growing. Against a
backdrop of unresolved structural fragilities, a barrage of shocks hit the international economy
this year.

In addition, the Arab Spring, whilst continuing to bring an end to more dictators across the
region, appears to have sparked a global protest movement. Occupy Wall Street spread to many
cities across the US, but also to the steps of St Paul’s Cathedral in London, Australia, India and
Pakistan. Whilst in Chile hundreds of thousands are demanding free, high quality education; in
Greece the general strikes have now extended to two days; and popular unrest has swept across
many countries in sub-Saharan Africa.

All this is leading to a continued questioning of the received wisdom. If privatisation,
deregulation and free trade do not appear to be working at the economic level; is New Public
Management with its balanced budgets and standard set of reforms really delivering the claimed
benefits? So what are the alternatives? Perhaps public financial management reforms in
developing countries should be based on the following principles:

¢ organic and incremental change — reforms should build on and improve existing systems
and procedures rather than the more risky approach of major reforms and fundamental
change

o tried and tested reforms — one of the few benefits of being a developing country should
be that it is not necessary to experiment, but only reforms which evidence clearly show
have worked in a similar environment should be adopted

e support for alternatives — one size does not fit all jurisdictions, there are different
approaches to public financial management and variation is healthy; genetic variation is
essential for the future of a species, similarly novel procedures, processes and institutions
can provide for healthier public finances

o use of local experts rather than international consultants — it is only the local public
financial management officials that really understand their systems; international
consultants fresh off the plane, whatever their CVs say, can never have the detailed
knowledge of the local context, culture and history of reform that is needed.

Applying these principles to the standard public financial management reform agenda, rather
than thinking about accrual accounting, which does not appear to bring the claimed benefits, we
need to think about simple and clear financial statements that parliamentarians and the public can
understand. Accounting standards should be based on existing good practice. As a recent study
by the Africa Capacity Building Foundation has shown, many governments in Sub-Saharan
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Africa display aspects of good practice in their annual financial statements which are not
necessarily included in existing international accounting standards.

The Medium Term Expenditure Framework (MTEF) still appears to be part of the standard
donor reform package despite making little progress in many countries. Incremental reforms
may be more effective, especially if they are able to gradually extend the effective budgetary
horizon and recognise the political economy reality that many presidents want to retain the
power to direct resources during the financial year.

It is now accepted that in many developing countries new public financial management laws are
in advance of actual practice. In this situation it may be more effective for Auditors General to
improve their approaches to regulatory audit rather than struggling to introduce performance
audit. For years donors have tried to replace pre-audit with systems or even risk-based audit.
However, at a recent audit conference in Nigeria, a presenter received a round of spontaneous
applause when they suggested it would be better to have effective pre-audit to prevent fraud and
corruption before it has even taken place.

Many countries are still struggling to implement comprehensive Integrated Financial
Management Information Systems (IFMIS) when smaller systems have far lower risks. The
Federal Government of Nigeria, for example, recently signed a $29million contract for an IFMIS
with only just over two months to go before the ‘go live’ date of 1% January 2012. 1T can be
useful, but small, smart applications (for example, www.topgov.org) may be far more effective
than dreams of being able to monitor the finances of a whole government ‘at the touch of a
button’.

Decentralisation is still being pushed in many countries, even quite small ones, but centralisation
and regionalisation may be more appropriate in many cases. Some small island states in the
Pacific are implementing co-operative audits between countries to access the skills and
experience they need. The Federal Government in Nigeria, for example, is successfully
centralising the payment of salaries and other payments.

Contracting and procurement are recognised as high-risk areas in terms of bribery and
corruption. Perhaps more governments need to consider the direct provision of services rather
than entertaining the risks associated with out-sourcing. Where external procurement is
considered necessary, social and environmental factors should be considered to ensure that
‘whole life costs’ and externalities are taken into account. Sustainable public procurement is a
tool which allows governments to use public spending in order to promote the country’s social,
environmental and economic policies — see: www.unep.fr/scp/procurement/

As we publish this issue the donor community is planning for its 4™ High Level Forum on Aid
Effectiveness in Busan, Korea. The results of its review of the targets set at previous forums in
Paris and Accra “are sobering. At the global level, only one out of the 13 targets established for
2010... has been met, albeit by a narrow margin”. We hope that the Forum in Busan will
provide a further opportunity to reconsider the agenda for public financial management reforms
in developing countries.
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In the first paper of this issue, David Hall provides the second half of his study on public finance.
David notes that taxation tends to increase as a proportion of GDP as countries develop, but also
that the burden of taxation has become less fair, because countries have moved towards
regressive taxes such as value added tax (VAT), which hit lower incomes harder. He also argues
that rather than reducing public sector spending as many European countries, for example, are
now being encouraged to do, the better alternative is to develop stronger and fairer taxation
systems and to continue to grow public spending to meet the challenges of the future, including
climate change.

In our second paper, Michael Parry reviews and compares the financial reporting (IPSAS) and
statistical standards for financial information about public sector institutions — particularly
sovereign governments. He concludes that there appears to be a general acceptance that
statistical reports and financial statements have different objectives and will never be fully
harmonised.

In the next paper, Robert Quaye and Hugh Coombs investigate Ghana’s organised economic
crime legislation strategy and the extent to which it has met international requirements in respect
of anti-money laundering measures. The research objective was to acquire a bottoms-up and
comprehensive picture of Ghana’s experience of such legislation and associated regulation. The
paper discovered there was general agreement amongst practitioners that, while Ghana had
passed relevant legislation relatively quickly, there was concern over how the legislation worked
in practice and the cultural acceptance of corrupt behaviour.

In our fourth paper, Sidhakam Bhattacharyya and Gautam Bandyopadhyay consider the
background to urban local bodies in India. In particular they consider imbalances between their
constitutional responsibilities, their financial resources and the impact of certain financial
controls on the performance of these bodies as measured by their annual level of recurrent
surplus of deficit.

In our final paper, Mohamed Moindze reviews the modernisation of internal control of public
expenditure in francophone African countries. He concludes that it would be unrealistic to
establish an internal control system that aims to eliminate any risk of loss. But the costs of any
internal control system should be balanced with the benefits of reduced errors, fraud and
corruption (this paper is in French).

We again end this issue with a section reviewing recent public financial management
publications and other resources which we hope will be of interest to readers of the Journal. We
would be pleased to receive reviews and suggestions of other resources which we should refer to
in future issues.

Finally we have included a short questionnaire with this issue. The aim is to consider how well
the Journal is meeting the needs of its readers and contributors and what further improvements
may be made. We would be pleased if you could complete the survey which is on page 94.
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If you would like to continue the debates raised in this issue please start thinking about
contributions for the next issue of this Journal, the ICGFM blog or attend future ICGFM events.

We look forward to hearing from you!

Andy Wynne Charbet Duckett Linda Fealing
Editor Vice President: Publications and Communications President
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Paying for public spending: taxation

David Hall, Director, PSIRU, Business School, University of Greenwich, London
Email: psiru@psiru.org
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“Our tax collectors are like honey bees, collecting nectar from the flowers without disturbing
them, but spreading their pollen so that all flowers can thrive and bear fruit.”

Pranab Mukherjee, India’s finance minister, budget speech, July 2009

Executive summary

Like spending, levels of taxation rise alongside economic growth: low tax economies lag
behind in development. Tax collection services need to be properly resourced to prevent tax
evasion.

The burden of taxation has become less fair, because countries have moved towards
regressive taxes such as value added tax (VAT), which hit lower incomes harder, and because
companies have managed to pay less and less, despite a rising share of national income.
Dealing with tax havens and introducing financial transaction taxes (‘Tobin tax’) should be
part of this process.

Overwhelmingly, the increase in government deficit and debt has been due to the crisis, not
to spending profligacy by governments. Attacks on these deficits risks pushing economies
back into recession. Fiscal limits, such as the EU rules against deficits over 3% of GDP, are
arbitrary figures. Markets speculate against countries’ borrowing because they are relatively
small; there is no link with actual deficit or debt levels.

The IMF and the EU attacks on public spending on pensions and healthcare would cut
spending on the most efficient ways of providing these benefits. The IMF wants to see cuts
of over 8% of GDP, equivalent to cutting by half all the government contracts in the world.
Cuts in these services have been strongly resisted in many countries. The better alternative is
to develop stronger and fairer taxation systems and to continue to grow public spending to
meet the challenges of the future, including climate change.

Introduction

Public spending has to be paid for. The key source of revenue is taxation (and social
insurance contributions), with some revenues also from aid for developing countries. This
section looks at the issues of how much taxation is affordable, and how the tax burden can be
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fairly shared. It also looks at government deficits and debt, which are used to cover any gap
between taxes and spending, and the economic role of this borrowing — especially in an
economic Crisis.

1. Affordability: the level of taxation

There is a clear and positive correlation between a high level of taxation and higher gross
domestic product (GDP), as shown in the chart below. Even the World Bank consistently
draws attention to the possibility for higher levels of taxation and the positive links with
economic output. In discussing the need to achieve the millennium development goals, the
World Bank and the International Monetary Fund (IMF) have stated: “in most developing
countries the problem is collecting enough revenue to provide essential public infrastructure
and human development services.” (World Bank 2004)

Although tax revenues in middle-income countries have started to rise significantly, the
poorest countries have mostly made very little progress in increasing the level of taxation.
Indirect taxes — taxes on spending, such as VAT or sales tax - increased most, but these are
the least progressive taxes, which hit the poorest hardest. Direct taxes — taxes on the income
and capital gains of people and companies - grew very slowly, partly because the rate of tax
on company profits has been cut, in accordance with the advice of the IMF. Taxes on trade
have stagnated or even fallen, mainly because of trade liberalisation through the World Trade
Organization (WTO), which requires countries to cut the taxes they levy on imports or
exports.

Chart A. Tax revenues as % of GDP rise as GDP rises
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Table 1.

Tax revenues as % of GDP in OECD countries, 1975-2008

Total tax revenue as percentage of GDP
2008
1975 | 1985 | 1990 | 1995 | 2000 | 2006 | 2007 -
Provisional
OECD Total 29.4 | 32.6 | 33.7 | 347 | 36.0 | 35.8 | 35.8
of which:
EU 15 321 | 375 | 38.1 |39.0 | 40.6 | 39.8 | 39.7
Japan 20.8 | 27.4 | 29.1 | 26.8 | 27.0 | 28.0 | 28.3
United States 256 | 25.6 | 27.3 | 279 | 29.9 |28.2 | 28.3 | 26.9

Source: OECD tax database www.oecd.org/ctp/taxdatabase

Table 2.  Government revenues in low income countries as % of GDP, 1990-2006

Sub-Saharan Africa South and south-east Asia | Central Asia

1990- | 1995- | 2000- | 1990— | 1995- | 2000— 1990- | 1995- | 2000-

1994 1999 | 2006 | 1994 | 1999 2006 1994 | 1999 | 2006
Direct taxes 2.9 3.3 3.8 2.2 3.1 7.5 9.2
Indirect taxes 35 3.9 5.0 3.8 4.6 8.4 10.0
Trade taxes 3.8 3.9 4.1 3.1 2.2 1.7 1.8
Total taxation 10.9 11.8 12.9 - 9.8 10.6 - 18.5 21.9
Total revenue 13.3 14.1 15.6 - 12.5 13.7 - 21.8 25.2

Source: McKinley and Kirili 2009

2. Fairness: the burden of taxation

2.1 Sources of government revenue: taxation, insurance, charges and

others

The most significant form of public finance is taxation, but public services are also financed

through:

e charges to users of services such as fares paid by passengers on public transport;

e various forms of insurance, including social insurance or health insurance paid by
employees;
e state borrowing, e.g. through loans from development banks or selling bonds;

e income from international aid (or regional solidarity funds within the EU); and
e profits from state-owned companies and charitable donations.

The main types of taxes are set out in the table below. The fairest form of taxation is the most
progressive: that is, taxes which result in people (and companies) with higher income and
wealth paying a higher proportion of their income than people with lower incomes. The key
progressive taxes are income tax, corporation tax, and property tax. Taxes on consumption
are usually regressive — i.e. the poor have to pay a higher proportion of their income — but
specific taxes on expensive items mainly bought by richer people, such as cars, may also be

progressive.
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Table 3.

Sources of public revenue

Progressive | Type Example
Taxation Yes Income tax Income tax
No Sales/consumption | Value added tax (VAT), petrol tax
tax
varies Trade taxes Import duties
Yes Property tax Rates, estate tax
Yes Corporate taxes Profits tax, capital gains tax, transaction taxes
Insurance No Social insurance Pension contributions, unemployment
insurance
No Health insurance Health insurance premiums
Other No Licence fees,
Charges No Utility charges Water charges, electricity charges, fares
No Service charges Education fees, housing rents, drugs charges
Borrowing | No Bonds Government, municipal bonds
No Loans Borrowing from banks, development banks
Other Yes Aid Aid budgets of rich countries
No Profits Surplus of state or municipal companies,
interest on loans
No Donations Charity, voluntary labour

The main trends in taxation in the last 20 years have been away from progressive taxes. There
has been a great pressure to increase the role of value added tax (VAT), in particular; while
corporation tax has declined. In addition, trade taxes have been reduced in order to comply
with the trade liberalisation policies required by the World Trade Organization (WTO). For
low- and middle-income countries, this has meant having to increase other taxes simply to
stand still, because the revenue from trade tax has declined. * Baunsgaard and Keen 2010)

Table 4.

Tax revenues (excluding social insurance) by type of tax and country income group

Total ... of which (as % of GDP):

Income grou Taxes as
group % of
GDP
Profits tax _personal Consumption Trade taxes | Other
income tax taxes

Lower 14.1 2.7 2.3 6.1 2.3 0.7
Lower middle 16.7 2.6 2.7 8.7 1.6 1.1
Upper middle 20.2 1.8 4.1 10.7 11 25
Total, lowerand |,/ 2.3 3.2 9.0 15 16
middle
High 25.0 2.4 11.2 8.2 0.2

Source: Gordon and Lei 2009
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Box A. Taxation in Ghana

Ghana’s level of taxation is unusually high for a low-income country. The country increased its tax
revenue from only 4.0% of GDP in 1982 to 21.6% GDP by 2007. The 2010 budget sets a target of
collecting 23.4% GDP of tax revenue. The reforms in the 1980s were heavily influenced by the IMF,
World Bank and other international donors, with the emphasis on shifting the tax burden away from
agricultural producers towards consumers, through VAT. But VAT as an indirect tax is regressive, so
the burden falls heavily on ordinary workers who spend all their incomes on consumables.

Ghana has created some specific links between taxes and public services. VAT is levied at a rate of
15%, of which:

e The equivalent of a 2.5% rate of VAT is reserved for education (i.e. one-sixth of the total VAT);
The equivalent of a 2.5% rate of VAT is reserved for social health insurance (i.e. one-sixth of the
total VAT);

e 20% of the communication service tax is ring-fenced for a national youth employment scheme.

In a major policy shift from the earlier tax policies influenced by the World Bank and IMF, the 2010
budget has made an attempt to increase the direct tax revenue and to re-introduce some trade taxes.
The budget targets to increase direct taxes by 9.8% by: increasing royalties on extractive industries to
6%; increasing road tolls, car licensing fees, and rent tax; and by the re-imposition of 40% import
duties on some luxury goods (which is progressive) but also on rice, poultry and vegetable cooking oil
(which is not progressive).

2.1 Property tax and land tax

Property taxes in high-income countries are, on average, about 2.1% of GDP, but only 0.6%
of GDP in developing countries. The advantages of a property tax are that it is fair, hard to
avoid, and impacts on people with assets whose value is increased by public services and
infrastructure. If developing countries raised property taxes to the level of 2.5%, it could
help fund local governments in particular — for example, in Thailand, such a tax would
finance all local government spending.

A land tax is even broader, because it taxes all land, not just the buildings on it. It also taxes
the value that landowners gain from economic growth and rises in property prices. Hong
Kong uses a land tax to raise 38% of its revenues. Australian local governments use a land
tax, and the government is considering extending it to cover all commercial and industrial
property. Thailand is introducing a new law to enable municipalities to tax land values, and
charge double rates on land which is unused. (Bangkok Post 2010)

There are campaigns for a land tax in many countries, including Latvia, where a group of
economists and others argue that introducing a land tax would be an alternative to the savage
cuts in public spending that have been introduced in that country. There have been many
calls for a land tax, including from Adam Smith, Tom Paine and Winston Churchill, who
argued:

“Roads are made; streets are made; services are improved; electric light turns night
into day; water is brought from reservoirs a hundred miles off in the mountains — and
all the while the landlord sits still. Every one of those improvements is effected by
the labour and cost of other people and the taxpayers. To not one of those
improvements does the land monopolist, as a land monopolist, contribute, and yet by
every one of them the value of his land is enhanced. He renders no service to the
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community, he contributes nothing to the general welfare, he contributes nothing to
the process from which his own enrichment is derived.” (McLean 2004)

Table 5. Property taxes as % of GDP

1990s 2000s
OECD countries 1.4 2.1
Developing countries 0.4 0.6
Transition countries 0.5 0.7

Source: Roy Bahl 2009

2.2 Corporate taxation

Companies in high income countries are actually paying a lower rate of tax than they were 25
years ago. Over this period, corporate profits have increased their share of GDP in the major
OECD countries, so that it now represents about 35% of GDP, compared with only about
25% in the early 1980s (see chart C, below).

But as a result of political pressures, new forms of tax evasion, and what the IMF calls

‘international tax competition’ the average rate of corporate income tax (CIT) paid has almost
halved, from about 42% in 1985 to about 24% in 2008 (see chart B, below).

The net result is that the total tax paid by corporations has risen, but only to about 3.6% of
GDP (see chart B). If corporations were still paying at the same effective rate as in 1985,
they would be contributing tax equivalent to over 6% of GDP. The missing tax, worth over
2.5% of GDP, has to be found from other sources.

This combination of trends has meant that the post-tax income of companies has risen far
more rapidly than the post-tax income of people. Chart D shows the picture for the USA. At
the worst point in the current recession, post-tax corporate income had fallen back to ‘parity’
with personal post-tax incomes, both being a bit over 2.5 times the level of 1990. But before
2008, corporate post-tax income had reached more than 5 times the1990 level — and,
remarkably, had recovered by 2011 to nearly 6 times the 1990 level.

This is not only unfair, it creates greater unemployment. Companies spend less of their
profits than people spend of their incomes, so taxing profits has less of an effect on overall
demand in the economy, so that there are more jobs in the economy as a whole. (Bettendorf
et al 2009)
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ChartB. Corporate Income Tax (CIT) Revenue in OECD countries, 1985-2008

CIT Revenue (as percentage of GDP)
CIT Statutorey rates
(pereent)

Source: IMF 2010

Chart C. Wages/profit shares in GDP, EU/USA/Japan, 1960 to 2008
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Chart D. Corporate profits after tax, and personal income after tax, USA 1990-2010
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Corporate Profits After Tax (CP)
Disposable Personal Income (DSPI)

D 1 1 1 1 |
1990 1995 2000 2005 2010 2015
Shaded areas indicate — Cp,1950Ql-l00 — AVG
US recessions. = MIN = MAX
2011 research.stlouisfed.org — DSPL 1990:91=100

Source: US Dept of Commerce, Bureau of Economic Analysis http://research.stlouisfed.org/fred2/graph

There are two major problems with corporation tax. One is that most countries allow
companies to offset the cost of paying debt interest. As a result, firms that use high levels of
debt (such as private equity companies) do not pay any tax on the part of their profits which
is paid out as interest. This not only reduces the amount of tax actually paid, it also
encourages firms to increase debts, which was one factor causing the economic crisis. Even
the IMF thinks that this exemption is unfair and economically dangerous: “Corporate-level
tax biases favouring debt finance, including in the financial sector, are pervasive, often large,
and hard to justify, given the potential impact on financial stability ... Tax distortions are
likely to have encouraged excessive leveraging and other financial market problems evident
in the crisis”. (IMF 2009)

The other, and greatest problem, is that multinational companies and finance companies can
move freely around the world. They can choose to operate in countries with lower tax rates
on profits — or none at all, in the case of tax havens. So countries are under pressure to
reduce their levels of company taxation in order to attract investment — even if their need for
public services and infrastructure has risen. Countries have tried to attract companies by
offering special reductions or allowances. Many developing countries offer free trade zones,
where company profits are not taxed. This also happens within countries, where
municipalities have tried to offer special concessions to attract company activities. The
companies themselves have an incentive to encourage this ‘tax competition’: if countries
think that high tax rates on profits will cause a multinational to relocate much-need
investment elsewhere, then all countries are likely to lower their tax rates, and the
multinationals will benefit, wherever they go.

However, tax rates are only one factor in deciding where a multinational company operates.
(In some sectors, like mining or oil, or utilities such as electricity and water, it cannot
possibly have an impact: the multinational cannot choose to move the mine or the town to
which it supplies electricity!) Many other factors affect company decisions on the location of
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production, including the availability of public infrastructure like roads, rail, electricity, and
education.

So it is important not to exaggerate the effect of taxes on corporate decisions on the location
of their operations.

It is equally important to recognise the positive attractiveness of well-financed public
infrastructure. Countries or regions which reduce spending on these factors in order to cut
profits tax may actually make themselves less attractive locations. A study of USA
multinationals’ decisions found that, in developing countries: “... infrastructure quality
appears to be an especially important determinant. Tax rates, on the other hand, do not seem
to be important for investment decisions”. The solidarity funds and cohesion funds of the EU
create “more favourable conditions for investments in central and eastern Europe through
funding training, infrastructure and R&D”. A recent study on investment decisions by
Japanese firms in developing countries concluded:

The improvement of public governance and the ability of a government to provide
public goods such as health, education, and infrastructure, appear to be the best
long-term strategy to raise national welfare because that reinforces the long-term
attractiveness of the host country, benefits to every enterprise without considering
their nationality, and increases the possibility of benefit from FDI. (Slemrod 2004)

Companies can also avoid paying high taxes, by ‘income shifting’ their profits from one
country to another. If a multinational has a subsidiary operating in a country with high
corporation tax, it can change the way it records its finances so that more income appears in a
subsidiary operating in a country with a much lower tax. One way of doing this is by
‘transfer pricing’, so that the subsidiary in the low tax country charges the subsidiary in a
high tax country a very high price for an internal company transaction, with the effect that
profits appear elsewhere. So even without moving the actual operations, the company can
avoid tax in one country by paying less in another. The country does not lose the jobs, but it
may still lose the tax revenues.

This is much easier for countries with controls on the movement of capital. Countries started
trying to reduce corporate tax rates when these controls were abolished as part of the
financial liberalisations of the 1990s: “Reductions in [corporate] tax rates can be explained
almost entirely by more intense competition generated by the relaxation of capital controls”.
Countries which keep controls on the movement of capital do not reduce corporate tax rates.
(Bartelsmann and Beetsma 2003; Devereuk et al 2008)

The most complete form of escape from taxation is the use of tax havens — countries which
impose no tax on corporate profits and also demand very little information from companies
registered in their jurisdictions. Tax havens include the UK-owned Cayman Islands, Channel
Islands and Bahamas; and the Dutch Antilles. Half of all world trade and financial
transactions are carried out through tax havens. The Tax Justice Network, founded to
campaign against tax havens, estimates that USD $250billion in revenue is lost each year
because of rich individuals holding assets in tax havens. It provides clear summaries of the
problems of tax evasion, tax avoidance, tax havens, and ‘capital flight’. For lower and
middle income countries, these forms of corporate behaviour can seriously undermine
developmental potential. (TJN 2011; Somo 2008)

International Journal of Governmental Financial Management 9



Box B. The Tobin tax, ‘Robin Hood tax’

One kind of tax on companies is of great potential benefit. This is the ‘Tobin tax’, also known as a
‘Robin Hood’ tax, which is a tax on financial transactions. The tax is called a ‘Tobin tax’ after the
Nobel-prize-winning economist who advocated it as a way of deterring such transactions, and so
protecting currencies from the volatility of speculative inflows and outflows. It is now also seen as a
great potential source of taxes on international and especially financial corporations. It also has the
advantage that it is easy to collect and hard to avoid, especially if it is linked to legal ownership rights.

If applied globally, a financial transactions tax could raise over USD $1trillion per year, or 2% of
global GDP, even at a rate of 0.01%. A more limited currency transaction tax could raise between
USD $25-33billion per year. (Taskforce 2010)

Political support for the idea, in principle, has been growing for some years. In September 2004
world leaders including Presidents Chirac of France and Lula of Brazil, Prime Minister Zapatero of
Spain and UN Secretary General, Kofi Annan, pronounced that: “a tax on foreign exchange
transactions is technically feasible”. The idea was discussed at a meeting of the G20 in 2009, and has
received support in principle from France, Germany and the UK, with the USA ambivalent; the IMF
is unenthusiastic.

The tax has the obvious attractions of raising revenue and controlling the most volatile form of
financial behaviour. It is discussed as an international tax because of the fears that financial
companies would stop operating in countries that introduced it on a national basis, and move to
countries which had not introduced such a tax. When Sweden tried to introduce a similar tax in 1990,
the volume of trading fell sharply and the tax produced little revenue, so it was dropped. (Beitler
2010)

But there have been a number of cases of countries operating such taxes successfully. The UK has for
a long time imposed Stamp Duty on many financial transactions, including a tax of 0.5% on transfers
of share ownership, which does not appear to affect dealings on the London stock exchange. It is also
international in effect, because it is necessary for legal ownership, so transactions in UK company
shares anywhere in the world are taxed.

Financial transaction taxes have also been implemented in various developing countries with some
success. Brazil operated a bank debit tax until 2008, which was used to finance healthcare, but it was
ruled unconstitutional in 2008. It still operates a currency transaction tax on all capital inflows, at a
rate of over 5%, which has the additional effect of controlling any appreciation of the currency.
Argentina operates a bank debit tax on buying and selling shares and bonds, which represented 11%
of total tax revenue in 2009 (Beitler 2010).

Other international taxes have been proposed as a way of raising revenue to aid developing
countries, to bridge the ‘resource gap’ for financing development and climate change,
estimated at USD $324billion per year for the 2011-2015. The main tax being implemented
is the Air Ticket Solidarity Levy, charged on passengers flying from participating countries,
led by France, which collected €160million for extra French aid in 2009. (Taskforce 2010)
There is also discussion of a global environmental tax, to help finance the response to climate
change.

2.3 Utilities and local government

Cross-subsidies have always been a common feature of financing utility services. One form
of cross-subsidy is by charging a single identical price throughout a country, even though the
costs of supplying remote regions are obviously higher than in cities. Public postal services
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usually operate on this basis. The people in cities are paying more than a market price, and
this enables the inhabitants of remote regions to pay less than a market price — the total
income to the service is the same, but there is a cross-subsidy. Another form of cross-subsidy
comes from charging different prices according to consumption levels — in water services, for
example, there is often a low charge for a basic amount of water consumed, and then a higher
charge for litres consumed above that level — big consumers are paying more so small
consumers can pay less.

There can also be cross-subsidies between business users and households. This has been
important historically — companies were deliberately charged more for each unit of
electricity, for example, so that households could be charged less, so providing a direct cross-
subsidy from businesses to people. This form of cross-subsidy becomes impossible when a
service is liberalised, because the big customers can find a new supplier who will sell them
electricity at a much lower rate. Pressure from international institutions for ‘full cost
recovery’ also makes it harder to operate cross-subsidies.

Cross-subsidies have also been arranged between services, by providing a number of services
through a single municipal company. This arrangement is common in some European
countries, such as Germany, where there are many of these municipal companies, known as
‘Stadtwerke’. A company can provide electricity, gas, water, cable TV, public transport
services etc., and fix its charges so that the electricity, gas and water services make a
substantial profit, which is then used to subsidise public transport, so that low fares can be
charged to encourage people to make use of buses and trains. These companies can also
cross-subsidise other municipal services — for example parks, cemeteries, public baths —
because the municipal owners can use the profits as extra income to finance those services.
Municipalities in South Africa, for example, have relied heavily on surpluses from various
utilities to finance general services, as can be seen in table 20. This form of cross-subsidy is
also made harder by liberalisation and rules on full cost recovery, for the same reason:
electricity or gas users can get other suppliers at lower prices, so they no longer contribute
towards the overall income of the company.

Utilities can also be financed by tax revenues. For investment in developing water and
electricity systems, taxation remains overwhelmingly the largest source of finance.
Additionally, governments may decide to use subsidies, to make the price of water or
electricity more affordable, for example. Water and sewerage services have often been
financed almost entirely through taxation of properties rather than charges for the volume
consumed — this makes the burden more progressive, even when the sums collected cover the
full costs. In the Republic of Ireland almost the entire service is financed from general tax
revenues (the same system is also used in Northern Ireland, part of the UK, despite
government attempts to introduce specific water charges). More surprisingly, the same
system continues to be operated in England and Wales, even after privatisation: the majority
of households continue to be charged on the basis of a tax valuation of their property,
regardless of consumption.

Local governments depend not only on their own local tax revenues, but also transfers from
central government. The need for this depends partly on the distribution of tax revenues
between different levels of government: in the EU for example, on average 52% of tax
revenue goes to the central or federal government, 30% to the social security funds, 7% to the
state or regional government and 10% to local government. But there is a wide variation
between countries, even within the EU.
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The types of taxes used and the importance of the different sources of income vary between
countries, but some form of property tax is common. Other taxes are possible. Taxation on
the use of cars could be more used in developing countries, for example. Car ownership has
increased significantly in most developing countries, but taxes on cars do not cover the costs
of road networks, parking spaces, and traffic regulation, let alone generate surplus revenues
for the development of urban services. This form of tax has other advantages: because car
ownership is still concentrated among high-income groups, car taxation is progressive, and its
proceeds can also be used to promote public transport — which should not be taxed - which is
of greater benefit to the poor.

In all countries local governments rely on central government transferring to local authorities
a share of the centrally collected taxes. The size of the transfers may be varied by central
government, so that this source of income is uncertain for local authorities. Many countries
attempt to set out rules for the size of this transfer, for example by specifying the proportion
of a specific tax, such as VAT, which will be transferred; and rules for deciding how this
revenue is shared between different authorities. However, central government can still vary
the rate of tax.

Simple devolution of responsibilities to local government, without devolving the necessary
financial and human resources, limits the ability of local authorities to deliver public services,
especially in situations of economic growth and social restructuring. In South Africa, for
example, new municipalities have been created, unifying areas that were separated under the
old apartheid regime, with the objective of raising standards of services for communities that
were previously without. The new constitution says that tax revenues must be divided
between central government, provincial government, and municipalities, divided according to
a formula based on population and per capita income — so that poorer areas get a higher share
of the revenues. But the success of this is constrained because central government is not
expanding the financial contribution of central taxes proportionately to the new
responsibilities of local government.

Table 6.  Percentage of municipal revenue from different sources, 2002

Local tax Central Other local | Borrowing | Total
revenue government revenue
transfers

Denmark 45 19 34 2 100
Finland 42 22 33 3 100
France 52 29 12 7 100
Italy 28 40 20 12 100
Netherlands 7 57 28 8 100
Spain 32 36 23 9 100
Sweden 59 13 27 3 100
UK 13 64 22 1 100
Russia 13 81 6 - 100

Source: Laughlin and Martin 2006, Chernyavsky 2004

Table 7.  Sources of local government finance: South Africa and Botswana

Year Source %
South Africa 1999 Property rates 19.89
Trading services elec etc. 41.40
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Water 11.80
Sewerage, waste disposal 8.22
Government grants 10.00
Gaborone City Council, Botswana | 2000 Rates 27.3
Interest 2.05
Service levy 0.95
Rentals 0.9
Other sources 6.1
Revenue Support Grant 62.7

Source: (Mosha 2004/ Parnell et al 2002)

2.4 The politics of tax collection

Making tax collection more efficient is an obvious way of improving the amount of tax
collected — and it also makes taxation fairer, by limiting evasion. Technically, it involves
improving procedures and resources, and eliminating special treatment, exemptions and
privileges.

But there are significant barriers, as rich individuals and corporations resist paying taxes, so
more political effort and commitment is required. The IMF’s evaluation division highlights
the importance of the political effort and commitment, and at the same time criticises the IMF
itself for failing to demand action against these powerful interests:

Stronger efforts should be made at improving collections, curtailing discretionary
exemptions, and reducing tax evasion — particularly direct taxes (personal and corporate)
and customs duties. Even in the short run, these efforts could yield important revenue
increases if targeted at collecting from well-known taxpayers with arrears or those
believed to be significantly underpaying. When tax authorities have displayed
determination in this area, the results have been impressive and have received wide
support. [But] tax administration reforms in IMF-supported programs have focused on the
technology side rather than on politically more difficult actions, such as legislation to
empower tax agencies to pursue tax evasion forcefully and for the system to be less prone
to political interference...” (IMF 2003)

Political commitment and adequate resources make a huge difference to collection levels,
even in a country like the UK. In 2009 a report estimated that the country had a total of
GBP £21.5 million worth of taxes that were not collected each year, and a further GBP £25
billion lost to tax evasion. Yet the government had cut 7,000 tax compliance jobs in the
previous three years, although on average each such job finds an extra GBP £640,000 in tax,
and proposed to cut thousands more jobs.

By contrast, in the same year, the finance minister of India announced that the government
was increasing the resources it devoted to collecting taxes, using a memorable image for the
workers:

Our tax collectors are like honey bees collecting nectar from the flowers without
disturbing them, but spreading their pollen so that all flowers can thrive and bear fruit.
(India Budget Speech 2009)

Box C. Municipal tax collection in Brazil and Botswana
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Ending exemption

In the city of Belem, Brazil, the municipality needed to find new sources of income to fund its
programmes of improved public services. At the same time it was losing income because the state
was stopping payments to municipalities of a share of a tax on goods. So in 1998 the city decided to
revise the register for property taxes. This had not been fully revised since 1976, which registered
200,000 properties in the city. The new survey, based on aerial photography, identified 360,000
properties — of which 280,000 were homes, and 60,000 were commercial — so the city could collect
the tax from far more properties, and so get a much greater income. In order to reduce the impact on
the poor, it decided to exempt from the tax all properties worth less than R$19,000, which excluded
about 178,000 out of 280,000 properties. The Workers Party still won the next municipal election in
2000. (Baiocchi 2003)

Tightening procedures

Gaborone City Council in Botswana had no clear procedure for following up on people who did not
respond to the first demand for local rates. As a result, by 2000, unpaid rates amounted to USD
$6.4million (P 32.48million). New measures were then introduced: written notices were sent to all
defaulting ratepayers; and reminders were issued to all plot owners who have not paid their full rates
within the allowed period of four months reminding them that they will be liable to pay interest and
then that they will be taken to court, with possible confiscation of property. The council then
published the names of defaulters in the national press. Within a week, the Council received over
USD $1million dollars of arrears as companies, individuals and government departments rushed to
avoid further embarrassment. The collection of rates is not administratively difficult and it merely
requires a highly determined administration to achieve low default rates. (Mosha 2004)

3. Government deficit and debt

Following the 2008 financial crisis and the subsequent recession, the key policy adopted
almost universally in 2009 for dealing with the recession was the Keynesian approach of
increasing government deficits in order to inject more demand into the economy. This has
mainly taken the form of higher public spending by governments — on infrastructure, public
services and/or social security benefits (see my article in the last issue of this Journal).

There are now numerous voices arguing that spending on public services should be cut back
as soon as possible, in order to reduce the deficits which have arisen as a result of the crisis.
The EU is insisting that countries should return rapidly within the EU official ceilings on
deficit and debt. This has been reinforced by the bond market activity which undermined the
feasibility of Greece, Portugal and Ireland.

But there are a number of problems created by this approach.

In high-income countries as a whole, government debt is forecast to reach about 100% of
GDP by 2014 — about 35.5% higher than before the crisis. According to IMF estimates,
nearly all of this is the combined result of the recession itself (loss of tax revenues due to the
recession; higher interest payments because of increased government deficits) or with
government action to counter the recession — the automatic stabilisers, additional fiscal
stimulus, and support for the banking sector. Only six percentage points are attributable to
‘other’ factors. Governments have little influence over the majority of these factors.

Chart E. Composition of Government Debt Increase 2007-2014
Total increase = 35.5% of GDP, of which:
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Source: IMF, World Economic Report April 2010, Figure 1.7
http://www.imf.org/external/pubs/ft/weo/2010/01/pdf/text.pdf

Current policies for limiting government deficits are based on arbitrary figures, such as the
EU rule that deficits may not exceed 3% of GDP, and debt may not exceed 60% of GDP. But
there is no single magic figure. Much higher levels are sustainable, for example, in the sense
that a country could continue with this level of debt and deficit without it getting worse. For
example, if the real interest rate paid by the US government on its debt is below 2%, it would
only cost 2% of GDP to service a debt of 100% of GDP. If the economy is growing at 4%
per annum, then a country with debt of 100% of GDP could manage indefinitely to run a
deficit equal to 4% of GDP — both figures way above the EU rules. Historical debt levels
have been much higher than current EU rules allow: in the late 1940s, federal government
debt in the USA reached 120% of GDP, and in the UK 240% of GDP — yet both countries
subsequently experienced healthy economic growth, accompanies by a rapid fall in debt
levels as a percentage of GDP - as chart G (below) shows. (Wolf 2009, IMF PFM Blog 2008)

As can be seen in chart F there is a wide range of existing debt and deficit levels — but other
factors are more important in deciding what countries have to pay for their borrowing. In
2009 Japan had debt worth 200% of GDP, while Estonia, Bulgaria and Romania all had debt
levels of less than 30% of GDP — far below even the EU’s ceiling. The deficits of all three
countries were also all under 7% of GDP — less than half the level of the USA (13%). Yet
Japan and the USA could finance their debt far more cheaply and easily than these three
countries. It is also worth noting that when Ireland announced in September 2010 that it
would have to increase its deficit by a huge amount in order to rescue a bank, the bond
markets did not react against Ireland’s bonds at all. To the traders, presumably, increasing
government deficit to carry out yet more bank rescues is an acceptable use of government
borrowing.

The attempts to cut spending and deficits also risks undermining any recovery in the north.
While the global south has already regained healthy annual growth, any signs of recovery in
the north (to October 2010) remain heavily dependent on government spending and deficits —
personal and corporate spending is barely recovering. As long as this is the case, cutting
back public deficits would risk pushing economies back into recession. The deficits are, after
all, partly a consequence of the crisis — because of lost tax revenues, the automatic stabilisers
—and partly a deliberate policy response to the crisis. The FT chief economic correspondent,
Martin Wolf, warned in September 2009:
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The rescue of the financial system, unprecedented monetary easing and fiscal

expansion (most of the latter being automatic rather than discretionary) have indeed
put a floor under the world economy ... Now suppose that, instead of keeping calm,
the authorities are frightened into premature monetary and fiscal tightening. Given

the extreme fragility of the private sector, that could cause another economic
downturn. The inevitable result would be another round of emergency fiscal and
monetary measures. The point is fundamental: exceptional monetary and fiscal

measures are not the root cause of the danger. The weakness of the private economy

is at its root. The policy measures are a consequence ...(Wolf 2009)

Chart F. Deficit and debt as % of GDP EU countries February 2010
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International Standards for Accounting and Statistics

Michael Parry - michael.parry@michaelparry.com
Michael Parry Consulting

This article reviews and compares the financial reporting and statistical standards for
financial information about public sector institutions — particularly sovereign governments.
The purpose is to provide a better understanding of the relationship between such systems
and the extent to which these systems duplicate or conflict with each other.

There are two sets of international accounting standards for entity financial reporting and
three for statistical financial reporting. These are summarised in the table below.

Table 1: Overview of accounting

standards and statistical reporting

systems

Title Issuing body Description Coverage
FINANCIAL REPORTING STANDARDS

International
Financial Reporting
Standards (IFRS)*

International Public
Sector Accounting
Standards (IPSAS)

STATISTICAL SYSTEMS FOR FINANCIAL |

The UN System of
National Accounts
(UNSNA)

The IMF Government
Finance Statistics
(GFS) 2001

The European System

of National and

Regional Accounts
(ESA) 95

International Financial
Standards Reporting
Board (IFRSB)

Standards for financial
reporting by
commercial entities

All commercial entities
including Government
Businesses Enterprises
(GBEs)

The International
Public Sector
Accounting Standards

Board (IPSASB) which

is part of the
International
Federation of
Accountants (IFAC)

United Nations

Financial reporting
standard for the public
sector

NFORMATION
A system by which
countries report in
standardised format
information of a
financial and economic
nature about each
sovereign entity
(extends beyond
financial information)

All public sector
entities (including
sovereign
governments) except
GBEs

All countries

International Monetary
Fund (IMF)

A system for each
country to report on
Government financial
information

All countries except
those reporting under
ESA 95 or other
regional systems

Eurostat (the European
Statistical office)

Provides information
covering both UNSNA
and GFS

All EU members

Accounting standards are standards for financial reporting (in the form of General Purpose
Financial Statements) by entities in the public and private sectors. Initially financial reporting

L IFRS are new name for International Accounting Standards (IAS), which have all now been renamed or

replaced as IFRS.
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standards were developed by national accounting bodies. The International Financial
Standards Reporting Board (IFRSB) is an international body created by national accounting
bodies to establish the IFRS as international financial reporting standards. IPSAS have been
developed from IFRS specifically to be applicable to public sector entities. The International
Federation of Accountants promulgates IPSAS; although there is much common membership
of IFRSB and IFAC they are two separate institutions. Both are private sector organisations
although there has been input by multilateral development organisations and some national
development agencies into the process of formulating IPSAS.

Statistical reporting systems have been introduced by international bodies to gather
information on countries in order to provide cross-country comparisons on a standardised
basis. The IMF GFS is concerned exclusively with financial information on the General
Government Sector. The coverage of the UNSNA and ESA 95 extend beyond financial
information on the government to national economic data. However, this paper is only
concerned with financial information element of statistical reporting.

Their relationship between the financial reporting and statistical systems is summarised in the
model in Figure 1 below.

Figure 1: Accounting Standards and Statistical Reporting Systems

. jard Statistical R ing S
International International Public UN System of
Financial Reporting Sector Accounting National
Standards (IFRS) Standards (IPSAS) Accounts (SNA)
All commercial All pgbhc European System of | IMF Government
entities & sector entities national and regional &~ Finance Statistics
GBEs except GBEs Accounts (ESA) 95 ' (GFS) 2001
L All countries J ‘ i
where : - -
adopted EU All countries
* Countries except EU

| General P Statistical '
: Reports

Share common Information

From the model in Figure 1 it is clear that at the sovereign government level two sets of
reports will be required
1. General Purpose Financial Statements that may be compliant with either IPSAS or
adopted national standards, and
2. Reports on financial information under either GFS or ESA95

It is further apparent that:
1. Financial reporting standards and statistical reporting systems have different
purposes, coverage and outputs, but
2. Both systems share much common information.
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Therefore, it is desirable that as far as feasible financial reporting standards and statistical
reporting systems share common definitions, valuation models and measurement tools.
Further, that a single financial information system (i.e. the accounting system) is the data
source for both statistical and financial reports. Unfortunately, this is not always the case, as
explained below.

Financial reporting standards

The IFRS have been developed to establish consistent financial reporting by commercial
entities across the world. Such standardisation is required is to meet the needs of the
increasing globalisation of business. It is expected that over time IFRS will replace national
reporting standards. This has already happened within the EU and, for example, in many
countries in Africa. On the other hand, the USA and other countries continue to use national
standards. IFRS also apply to Government Business Enterprises (GBEs) as defined in the
IPSAS. Fortunately the definition of GBESs in accounting standards is very similar to the
definition of “Public Financial and Non-financial Corporations” used in statistical systems.
IPSAS were developed by IFAC based on IFRS in an attempt to meet the specific reporting
needs of public sector entities (excluding GBEs). IPSAS are based on IFRS (there is a
programme of convergence with IFRS) but adapted specifically to the needs of the public
sector. Some IPSAS deal with exclusively public sector issues and hence have no equivalent
IFRS. IPSAS apply to all public sector entities including national and regional governments
and government agencies (but excluding GBEs). They also apply to multinational public
organisations, e.g. the UN has adopted IPSAS for its own financial reporting. It is of course a
decision of individual governments whether to adopt IPSAS for the public sector reporting
within each country. Unfortunately, many of the governments of countries actively involved
in developing the IPSAS have adopted different standards (often commercial financial
reporting standards), e.g. the UK, USA, France, Australia and New Zealand.

Statistical reporting systems
The UN System of National Accounts (UNSNA)

The aim of UNSNA is to provide an integrated and complete system of accounts enabling
international comparisons of all significant economic activity within a given country. It does
not relate to the Government or any other specific sector but rather to the whole of a
sovereign entity — hence the term “national” accounts. In addition, the UNSNA contains
more information than financial, e.g. the production account, household expenditure account.

Hence, the UNSNA is not wholly relevant to public financial management, though much of
the financial information within the UNSNA will come from public financial management
reporting systems. Therefore, it is important that there is consistency between the definitions
used in UNSNA, GFS, ESA and ultimately the classification systems of government
accounting. In particular, the UNSNA defines a “Classification of the Functions of
Government” (COFOG) that is used by GFS 2001 and ESA 95. Both GFS and ESA 95
have been developed to ensure such consistency and to this extent these two systems may be
regarded as specialised financial reporting systems within the umbrella of the UNSNA.

The IMF Government Finance Statistics (GFS) 2001

The IMF GFS is a comprehensive system for reporting on the activities of the General
Government Sector (GGS) within each country. The system is fully described in the GFS

International Journal of Governmental Financial Management 22



Manual (GFSM). Although described as a statistical reporting system it has all of the
attributes of an accounting system:
e |tadopts an accounting model
e It defines many accounting concepts, e.g. assets, liabilities, revenues, expenditures,
etc.
e It prescribes reporting formats including an operating statement and a balance sheet
(see Annex).

European System of National and Regional Accounts (ESA) 95

ESA 95 is the standard for fiscal reporting for EU member countries. Eurostat defines the
rules and reporting formats for ESA 95. The Maastricht Treaty fiscal criteria for EU
members are defined in the ESA 95 methodology. These are the ratio of government deficit
to Gross Domestic Product (GDP) and the ratio of government debt to GDP. Hence the ESA
95 methodology generates measures that are significant to achieve compliance with Treaty
obligations.

ESA 95 is consistent with the UNSNA and hence most definitions, including classifications
(COFOG and economic) are the same as those used for GFS 2001. However, whilst
definitions of concepts in GFS 2001 and ESA 95 are the same, differences exist between the
two statistical systems?. The most important difference is the focus of the GFS system on
financial transactions—taxing, spending, borrowing, and lending—while ESA 95 focuses on
the production and consumption of goods and services. Thus whilst the GFS reports are
recognisably similar to financial statements (see the Annex) the ESA 95 tables bear no
relationship to financial statements. Nevertheless it is possible to link data in ESA 95 tables
with the data in GFS 2001 tables.

ESA 95 consists of a set of macroeconomic accounts, balance sheets, and tables based on a
set of concepts, definitions, classifications, and accounting rules. These tables may be
summarised under three headings:

e Current accounts — resources

e Accumulation accounts — net lending or borrowing

e Balance sheets

In total these accounts provide a record of the complex economic activities taking place
within a country. Several conceptual differences exist between the ESA 95 and GFSM 2001
data. Three of the most significant are the presentation of social security, the treatment of
government employer retirement pension schemes, and the consolidation rules for
transactions and balances. The last of these three is especially significant for financial
reporting.

Table 2: Comparison of GFS 2001 and ESA 95

2 The explanation in this sub-section is based on “ The Government Finance Statistics Manual 2001
Framework and Its Relationship with The European System of Accounts 1995 on the IMF web site

International Journal of Governmental Financial Management 23



Area of

difference

1. Social
security

2. Pension
contributions

3. Consolidation

GFS 2001

Social security is included as part of the sector
that administers the social security scheme,
usually central government. Thence they are
presented both unconsolidated as a subsector
of central government, and also consolidated
with the budgetary and extra-budgetary entities
to show the consolidated central government.

ESA 95

Social security schemes are a
separate subsector and not
consolidated in central
government.

Contributions and benefits paid under
government employer unfunded pension
schemes are treated as financial transactions.
This requires an imputation of government
liabilities related to the unfunded pension
schemes, and imputed interest on that liability

Treated as contributions and
benefits in the current accounts

GFS (and IPSAS) consolidation rules require
the elimination of transactions between general
government units, as well as stocks of assets
and liabilities that represent claims by one
general government unit on another general
government unit. The transactions that can be
more easily identified in practice are interest,
taxes, grants, and financing transactions.

Flows and stocks between
constituent units are not
consolidated as a matter of
principle. However,
consolidated accounts may be
built up for complementary
presentations and analysis.

Furthermore, ESA 95 uses more specific concepts and is more rule-based than either UNSNA
or GFS 2001. This reflects the need for precise definitions to be able to measure adherence
to treaty obligations, and historic experience of some EU members using previous flexibility
in the rules to misrepresent their fiscal situation.

Comparison of statistical reporting systems and IPSAS

There are significant differences between, on the one hand, GFS and ESA 95, and on the
other hand IPSAS. The IPSASB has published a comparison of the IPSAS, GFS and ESA
95°. Some of the most significant differences are summarised in the table below.

Area of
difference
Type of reports

that are outcomes

of each system

Statistical systems

Unaudited statistical reports in a
prescribed format

Audited General Purpose Financial
Statements which meet minimum
information requirements and contain
specified statements, but without a
mandatory format

Table 3: Some key differences between IPSAS and statistical reporting systems

® “International Public Sector Accounting Standards (IPSAS) and Statistical Bases of
Financial Reporting: an Analysis of Differences and Recommendations for Convergence”
IPSASB January 2005 http://www.ifac.org/public-sector
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Area of
difference
Entity definition

Basis of
accounting
Valuation of
assets

Net worth or net
equity

Concepts such as
materiality and
prior year
adjustments

Statistical systems

Defines the entity as the General
Government Sector and only
reports on that sector

IPSAS

Apply to each separate entity within
Government and also the whole of
government on the basis of control (Note
however IPSAS 22 provides for reporting
on the general government sector in
addition to other consolidated financial
statements)

Accrual only (but most countries
still report on cash basis)

Accrual or cash basis

Current market value. No concept
of depreciation but diminution in
value of assets over time is treated
as an “other economic flow”

Cost or “fair value”. Under accrual IPSAS
depreciation is provided to reduce the
carrying value of assets benefiting the
entity for more than one year and to spread
costs over the period of such benefit.
Assets are not recognised under the cash
basis IPSAS.

Not directly recognised

A fundamental concept for the accrual
basis

Not recognised

Fundamental part of reporting in Financial
Statements

Classification
(Chart of
Accounts)

Prescribed in detail — but any
classification that enables required
reports acceptable

Not prescribed; any classification
acceptable as long as it enables required
information in Financial Statements

Terminology

Based on terms commonly used in
statistics, fiscal and macro
economic analysis

Accounting terminology as used in
commercial accounting and financial
reports

These differences present a challenge when designing an accounting system to enable
reporting for, on the one hand, GFS or ESA 95, and, on the other hand, IPSAS compliant
financial statements. However, it should be noted that neither GFS 2001 nor ESA 95
prescribe mandatory rules for the accounting system or chart of accounts; as long as the
system can generate the required reports it meets the requirements for statistical reporting.

The entity concept and consolidation

One very important area of difference identified above is the definition of the entity and the
approach to the consolidation of information from different entity levels.

The IPSAS follow the IFRS in using the concept of control to define an entity for
consolidation. Thus at a sovereign government level the “whole of government” financial
statements include the entities controlled by central government. This is interpreted to
include Ministries, Department and Agencies of central government, and also GBEs under
the control of central government. It excludes sub-national levels of government which are
controlled by elected bodies. Entities of government may also publish separate IPSAS-
compliant financial statements (though there is no guidance as to which entities should
publish financial statements).

Both GFS 2001 and ESA 95 use the General Government Sector (GGS) as the entity for
reporting. The GGS is an administrative concept that includes all Ministries, Departments
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and Agencies of all levels of government within the sovereign entity, but excludes GBEs.
There are no separate sub-national or entity reports (though there may be reports for specific
economic sectors). GFS 2001 (but not ESA 95) applies a consolidation process that
eliminates inter-agency flows and balances.

Recognising the importance of financial information on the GGS, IPSAS 22 allows financial
statements for the sovereign entity to include consolidated financial statements for the GGS.
These are in addition to financial statements prepared using the IPSAS 6 consolidation rules
based on the concept of control.

The relationships of the different entity concepts are summarised in Figure 2 2 below.

Figure 2: Different Entity Concepts
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\Under IPSAS each economic entity publishes its own financial statements

In practice only a few countries prepare whole of government consolidated financial
statements in accordance with IPSAS or adopted national standards, i.e. including
consolidation of GBEs. These are all countries which have applied full accrual principles for
government reporting. On the other hand, most countries prepare either GFS 2001 or ESA 95
statistical reports for the general government sector®. So clearly reporting in accordance with
the statistical basis is more widely adopted than IPSAS reporting for sovereign governments.

A comparison of financial statement and statistical report format and
content

The Annex compares the GFS reports and nearest equivalent IPSAS financial statements®.
This makes it clear that whilst they contain substantially the same information, such
information is presented differently using different terminology and with different
aggregation.

* However, the IMF GFS website February 2009 indicates that many developing countries rarely submit the
GFS return to the IMF
> This Annex was developed though discussions with Mrs. Sagé de Clerck of the IMF
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Harmonisation of statistical and accounting reporting systems

There has been considerable success in, on the one hand, harmonising statistical reporting
systems with each other, and on the other hand, in the ongoing process of harmonising IFRS
and IPSAS. However, the success does not extend to harmonising statistical and financial
reporting standards.

In June 2003, the Public Sector Committee (PSC — now the IPSASB) of IFAC initiated a
meeting of officers of relevant international organizations — the International Monetary Fund
(IMF), Eurostat, and the Organisation for Economic Co-operation and Development (OECD)
— and some national organizations that had been working on convergence issues in relation to
accounting and statistical bases of financial reporting — the United Kingdom Treasury, United
Kingdom Office of National Statistics and the Australian Accounting Standards Board. The
purpose of that meeting was to:
e |dentify differences in the information reported by IPSAS, the IMF’s Government
Finance Statistics Manual 2001 (GFSM 2001) and European system of accounts
(ESA 95)/ESA 95 Manual of Government Deficit and Debt (EMGDD);
e Consider whether these differences are necessary for the different objectives of
those systems; and
e Identify a process to eliminate or reduce any unnecessary or unintended
differences

This led to the publication of a study identifying the differences and making
recommendations for convergence®. This led in particular to the issue of IPSAS 22 allowing
Financial Statements to provide additional statements showing the results of the consolidation
of the General Government Sector as defined in the UNSNA.

However, this has not become an ongoing process of harmonisation. Though there has been
increasing cross recognition between statistical systems and accounting standards, the
differences between the two approaches have continued. There is no momentum towards
further harmonisation between the statistical systems and financial reporting standards.

Conclusions on accounting standards and statistical reporting systems

There appears to be a general acceptance that statistical reports and financial statements have
different objectives and will never be fully harmonised. However, the opportunity of
adopting standardised definitions and measurement concepts is not being exploited because:
e [PSASB is mainly focussed on harmonising IPSAS with IFRS; the latter are driven by
commercial needs and IFRSB has no linkage with statistical reporting systems.
e Statistical systems have been harmonised with UNSNA and are primarily concerned
with developing rules for sovereign government financial reporting.

The consequence of the above is that sovereign financial reporting is at present driven by the
rules of statistical reporting systems. For example, all of the EU requirements for financial
reporting and compliance with deficit reduction targets are based on ESA 95 reports.
Published financial statements of sovereign governments are to a large extent ignored by
policy makers.

® All the IPSAS and IPSASB papers referred to in the article are available on IPSASB web site: on the IPSASB
web site http://www.ifac.org/public-sector
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Nevertheless countries are under pressure from professional accounting bodies, external
development partners and organisations concerned with transparency of government to
publish whole of government IPSAS compliant financial statements. Thus we can envisage
an increasingly common future scenario where sovereign governments will have two
financial reports:

1. Reports in accordance with statistical systems and requirements — in some cases such

as the EU recognised in law, and
2. Audited financial statements in accordance with IPSAS or other adopted standards.

The question is, which of the above reports will then be used in assessing a country’s deficit,
sovereign fiscal risk or the appropriateness of economic policy decisions?
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ANNEX: COMPARISON OF IPSAS ACCRUAL FINANCIAL STATEMENTS
AND GFS REPORTS

Figure 3: Balance Sheets and Financial Position

GFS - Balance sheet

Comments on differences

IPSAS - Statement of Financial Position

Nonfinancial assets

Fixed assets
Inventories
Valuables
Nonproduced assets

Financial assets

Domestic

Foreign

Currency & deposits
Securities other than shares
Loans

Shares & other equity
Insurance technical reserves
Financial derivitatives
Other accounts receivable

Currency & deposits
Securities other than shares
Loans

Shares & other equity
Insurance technical reserves
Financial derivitatives
Other accounts receivable

Monetary gold and SDRs

Liabilities

Domestic

Foreign

Currency & deposits

Securities other than shares

Loans

Shares & other equity (public corporations only)
Insurance technical reserves

Financial deriviitatives

Other accounts payable

Currency & deposits

Securities other than shares

Loans

Shares & other equity (public corporations only)
Insurance technical reserves

Financial derivitatives

Other accounts payable

Net worth (total assets less liabilities

1 IPSAS does not distinguish
whether assets are acquired by
market or non-market means

2 IPSAS does not distinguish
purpose for which assets
acquired

3 IPSAS does not distinguish
financial and non-financial

assets but descriptions used
enables such differentiation

4 GFS does not distinguish
current and non-current assets
& liabilities

5 The classification
differences can easily be
accommodated through a
suitably designed chart of
accounts

6 There maybe valuation
differences but GFS and IPSAS
valuation approaches are
converging

Non-current assets
Receivables
Investments in associates
Other financial assets
Infrastructure, plant and equipment
Land and buildings
Intangible assets

Other non-financial assets

Current assets
Cash and cash equivalents
Receivables
Inventories
Prepayments
Other current assets

Total assets

Because of valuation
differences GFS net worth and
IPSAS Net assets may not be
identical, but differences will
usually be minimal or non-
existent

Liabilities
Current liabilities
Payables
Short-term borrowings

Current portion of long-term borrowings

Short-term provisions

Employee benefits

Superannuation
Non-current liabilities

Payables

Long-term borrowings

Long-term provisions

Employee benefits

Superannuation

Total liabilities

Net assets

Net assets = equity
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Figure 4: Operations and Financial Performance

GFS - Government Operations Table

Comments on differences

IPSAS - Statement of Financial Performance

TRANSACTIONS AFFECTING NET WORTH

Revenue (transactions increasing net worth)
Taxes
Social contributions
Grants
Other revenue

Expense (transactions decreasing net worth)
Compensation of employees
Use of goods and services
Interest
Subsidies
Grants
Social benefits
Other expense

Net gross operating balance

GFSis a standardised
classification system to enable
comparability.

IPSAS provides (i) an
illustrative presentation, (ii)
requirement to disclose
specific information and (iii) a
general requirement to disclose
material information.

An appropriately designed
chart of accounts can enable
the production of GFS reports

and IPSAS financial statements

Net Operating Balance will differ
form surplus/deficit because of
the inclusion of different items
(see below)

Revenue

IPSAS allows a classification of revenue appropriate
to the entity and taking account of the materiality of
the items to be disclosed

Total Revenue
Expenses

IPSAS allows a classification appropriate to the
entity based on either economic purpose or function
and taking account of materiality of the items to be
disclosed

Finance costs

Total Expenses
[This would be depreciation in IPSAS and part of use
of goods and service]

Surplus/(deficit) for the period

TRANSACTIONS IN CAPITAL ASSETS
Net acquisition of non-financial assets
Fixed assets
Changein inventories
Valuables
Nonproduced assets
Net lending / borrowing

TRANSACTIONS IN FINANCIAL ASSETS AND LIABILITIES (FINANCING)
Net acquisition of financial assets
Domestic
Foreign
Netincurrence of liabilities (incurrences less liquidations)
Domestic
Foreign

The GFS and IPSAS concepts of
revenue & expenses differ. But
they can be reconciled within the
financial statements as
indicated in the box below.
IPSAS concept of depreciation
differs from GFS concept of
consumption of fixed capital but
could be regarded as an
approximation to the GFS
concept. IPSAS also allows
revaluation of fixed assets which
is closer to the GFS concept of
value.

Under IPSAS

1 Holding gains or losses on current assets (whether financial
or non-financial and whether realised or unrealised) are part of
surplus/deficit

2 Realised and unrealised holding gains or losses on assets
and liabilities are shown as part of surplus/deficit except that
unrealised gains (e.g. revaluation) on fixed assets are shown
directly as changes in equity and notincluded in surplus or

3 Cash flows resulting from acquisitions or disposals of assets
are part of cash flow statement. Any gain or loss on disposal is

4 Nonproduced assets are not separately identified and hence
are treated according to above rules

Reconciliation of GFS and IPSAS concepts of revenue:

1. GFS (Revenue + Other Economic Flows) = IPSAS (Revenue + economic inflows recognised directly in Statement of Changes in Equity), and
2. GFS (Expenses + Negative Other Economic Flows) = IPSAS (Expenses + outflows recognised directly Statement of Changes in Equity)
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Figure 5: Sources and use of cash and cash flow

GFS - Statement of Sources and Uses of Cash

Comments on differences

IPSAS - Cash Flow Statement

Cash receipts from operating activities

Taxes

Social contributions
Grants

Other receipts

Cash payments from operating activities
Compensation of employees
Purchase of goods and services
Interest
Subsidies
Grants
Social benefits
Other payments
Net cash received from current operations

Cash flows from investments in non-financial assets

Purchase of non-financial assets
Fixed assets
Strategic stocks
Valuables
Nonproduced assets
Net cash outflows form investment in nonfinancial assets
Cash surplus/deficit
Cash flows from financing activities
Net acquisitions of financial assets other than cash
Domestic
Foreign
Netincurrence of liabilities
Domestic
Foreign
Net cash inflow from financing activities
Net changes in stock of cash

Two statements are very similar
other than some differences in
classification

Receipts

Payments

Taxation

Sales of goods and services
Grants

Interest received

Other receipts

Employee costs
Superannuation
Suppliers
Interest paid
Other payments

Net cash flows from operating activities

Cash flows from investing activities

Purchase of plant and equipment

Proceeds from sale of plant and equipment
Proceeds from sale of investments
Purchase of foreign currency securities

Net cash flows from investing activities

Cash flows from financing activities

Proceeds from borrowings
Repayment of borrowings
Distribution/dividend to government

Net cash flows from financing activities
Net increase/(decrease) in cash and cash equivalents

Reconciliation part of balance sheet

Cash and cash equivalents at beginning of period
Cash and cash equivalents at end of period
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Figure 6: Other economic flows and changes in net assets/equity

GFS - Statement of Other Economic Flows

Comments on differences

IPSAS - Statement of Changes in Net Assets/Equity

Changes in net worth resulting from other Economic Flows
Nonfinancial asses
Holding gains
Other volume changes
Financial assets
Holding gains
Other volume changes
Liabilities
Holding gains
Other volume changes

These two reports are NOT directly
comparahle as they have different
pUrpOSEs.

This is explained below under the
concepts of GFS net worth and
PSAS net assets/equity

Balance [year end] 31, 20XX-1
Gain on property revaluation
Loss on revaluation of investments
Exchange differences on translating foreign operations
Net revenue recognized directly in net assets/equity
Surplus for the period
Total recognized revenue and expense for the period
Balance at [year end], 20XX carried forward
Changes in accounting policy
Restated balance

Changes in net assets/equity for 20XX

Net worth compared to net assets/equity - the accounting model

GFS balance sheet opening net worth + operating balance + changes due to other economic flows =halance sheet closing net worth
IPSAS opening net assets/equity + surplus/deficit + items shown directly on changes in equity statement = closing net assets/equity

Note:  IPSASalsorequires

(iii) comparative data for the preceding year
None of the above are required for GFS reports

(i) a comparison of budget and actual amounts (provided thereis a published budget) either as a separate additional financial statement or as an additional budget column
(if) notes comprising a summary of significant accounting policies and other notes
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Abstract

Indian Urban Local Bodies have the status of third tier local government. Constitutionally built-
in imbalances in the functions and finances have made the urban local bodies dependent on
grants from upper tiers of government. In addition there are urban local bodies that have
insufficient financial resources due to their failure to adequately exploit existing sources of
revenues. In such a situation, there is a need for urban local bodies to exercise prudent financial
control practices in order to match mandated functions with available finances and so to ensure
financial sustainability. We focus on three types of financial control. Urban local bodies should
try to meet administration, operation and maintenance costs from own source receipts and also to
utilise the amount of any grants received for the intended purposes. We have also suggested a
format for presentation of information in the annual financial statements for better understanding
of the controls. Our paper ends with a case study where we have shown that the percentage of
recurrent surplus is higher in those urban local bodies which exercise financial control. Our
findings should be particularly helpful in small and medium-sized urban local bodies where
budgetary control system is not well developed.

Introduction

Urban local bodies have a fairly long history in India. The first municipal corporation in India
came into existence for Madras in 1688 under a charter transferring financial responsibility to the
newly created corporation. The Corporation consisted of the Mayor, Aldermen and Burgesses.
The Corporation was empowered to raise taxes from the inhabitants and to use funds for
development and maintenance purposes. Mayors’ courts were established in Madras, Bombay
and Calcutta through the Royal Charter of 1720 (Aijaz 2006, p.6). The charter provided for the
constitution of a corporation in each presidency town consisting of Mayor and Aldermen. Lord
Mayo's Resolution of 1870 provided for strengthening of urban local bodies. The Government
of India Act, 1919 was another development towards the evolution of urban local bodies. This
Act transferred the responsibility for local government from the hands of the district officers to a
department controlled by a popular minister. The popular ministers of provincial governments
proceeded to establish elected councils and gave executive authority to the elected chairman
(Aijaz, 2006, p.7). The Constitution of India, after independence, allotted local self-government
to the state list of functions but it did not make any specific provision for urban local bodies.
Originally, the Constitution of India envisaged a two-tier system of federal government.
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Our paper focuses on financial control of urban local bodies including financial sustainability.
We identify controls over receipts and expenditure of both a recurrent and capital nature. Finally
we examine the influence of such financial controls through a case study. Financial reporting
should provide a good view of the status of each urban local body’s funds, identify controls and
any improvements which may be needed (AGA, 2007). Financial data available from the
“Administrative Report of Municipal Affairs Department 2001 — 2005, Government of West
Bengal” and from the website of the department is used to assess whether the urban local bodies
have adequate financial control and its impact on financial performance.

Constitutional Status

Until 1992, local governments were not part of the Indian government’s planning and
development strategy. A dramatic change in the federal system of India came with the
introduction of the Constitution Amendment Act of 1992 conferring the status of the third level
of government to local bodies. This amendment took Indian democracy one step forward and
added a new dimension to the federal system of government. Through this amendment the
establishment of a local representative government empowered with administrative and financial
abilities to deliver mandated services to its citizens came into force. It transferred
responsibilities for services to urban local bodies that elect their own representatives and gave
them the power to raise their own revenues and authority to make investment decisions.
(Rondinelli & Cheema, 2002)

The Constitution Amendment Act aimed to introduce strong grassroots level democracy through
the establishment of urban local bodies, but left the issues of their empowerment and
operationalization to the discretion of the state governments. The state governments, as a part of
municipal governance reforms, should amend their municipal legislation to comply with the
spirit of the Constitutional Amendment. However, state municipal legislation mainly covers
electoral reforms and there has been little effort towards widening the functional and financial
domain of urban local bodies.

In addition, legislation primarily aims to make urban local bodies accountable to their state
government rather than to the citizens (Synthesis Report, 2006).

Functions and Finance

In the urban context, functional and financial decentralization should flow from the state to the
cities and thereafter from the elected council to its wards. Indian urban local bodies enjoy
constitutional responsibility for the preparation of plans for economic developments and social
justice and implementation of such plans and schemes as may be entrusted to them. The
Constitutional Amendment Act has specified eighteen functions which may be considered as the
responsibilities of the urban local bodies. In addition state governments may assign them any
tasks relating to the preparation and implementation of plans for economic development and
social justice.

As a result, urban local bodies are in need of substantial funds to execute their constitutionally
assigned functions. The legislature of a state may, by law, authorize an urban local body to levy
and collect taxes, duties, tolls and fees. Central and state governments may also provide grants-
in-aid to their urban local bodies. Thus there are two main sources of revenue for urban local
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bodies, internal and external. Internal source revenue is commonly known as own source and it
includes income generated from various taxes and non-taxes levied on the citizen. External
source revenue mainly includes funds obtained from the central and state governments in the
form of grants or loans. There may be other external sources of funds, for example, loans from
domestic institutions or financial intermediaries. Some urban local bodies have also chosen to
raise money from capital markets by issuing bonds. (Aijaz, 2006)

Recently attempts have been made to identify new avenues to mobilise resources for urban local
bodies, such as capital markets and financial intermediaries. Furthermore, there are a number of
innovative practices to raise other financial resources for local governments, especially in the
case of larger urban centres governed by municipal corporations. (Aijaz, 2006)

Constitutional Imbalances

The Amendment Act, 1992 specified the functions of urban local bodies, but it did not provided
a corresponding list of legitimate sources for their revenue, and so this has been left to the
discretion of state governments. Therefore, there is a constitutional imbalance in the division of
expenditure, liabilities and revenue raising powers of urban local bodies. The mismatch between
extensive functions and inadequate sources of finance is called a vertical imbalance.
Constitutional imbalances between the functions and finances of urban local bodies often lead to
their high dependency on their state governments and then the state governments on the central
government.

The principle of fiscal federalism suggests that funds from upper tiers of government should be
devolved to lower ones that is from central government to state governments and from state
governments to local governments. Indian urban local bodies receive grants from the upper tiers
of government which may be used for general purposes (for example, motor vehicle tax grant or
stamp duty grant); for carrying out specific projects or schemes; or in the form of
reimbursements of specific expenditures.

Grants received by urban local bodies may be of a recurrent or capital nature. A recurrent grant,
usually in the nature of a subsidy, is generally utilised for meeting recurrent expenditure during
the ordinary course of activity (for example, pay and allowance grant, repair and maintenance
grant), the benefits of which usually expire within the accounting year in which it is incurred.
Revenue grants may also be given for operating specific schemes or programmes (for example,
census grant, pulse polio grant and other social welfare grants), the benefits of such expenditures
may spread over several financial years. Capital Grants, usually given for a specific project or
scheme (for example, integrated urban area development grant, construction grant), are utilised
for capital expenditure, that is the creation of fixed assets (like land, buildings and equipment).
The benefits of capital expenditure are of an enduring nature, spreading over an extended period
of time. Certain specific purpose grants may include both capital and recurrent components (for
example, grants for the construction of new roads and subsequent repairs and maintenance).
Sometimes grants may have a deduction of certain charges or dues (for example, interest on
loans, electricity dues) by the upper tier of government. Urban local bodies may also receive
agency grants for specific beneficiaries who are required to submit utilisation statements. In
other cases, scheme expenditure may be met by the urban local body itself.
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Due to resource constraints, upper tiers of government may not be in a position to provide
adequate resources for urban local bodies. The funding shortfall may also be further deepened,
by the failure of the urban local bodies to adequately exploit existing sources of revenues and
other factors like population growth, liberalization, and globalization.

Initiative by Government of India

The lack of adequate finances for urban local bodies led to the introduction of two significant
constitutional provisions. State Finance Commissions are to be formed by state governments to
recommend the devolution of state resources to local bodies. Similarly, the Central Finance
Commission recommends grants-in-aid for local bodies through augmenting state consolidated
funds. These provisions are designed to establish a proper balance between the finances of the
local, state and central governments.

The central Government of India continually tries to strengthen the governance and finances of
urban local bodies. The National Action Plan, launched in September 2001 by the Ministry of
Urban Development and Poverty Alleviation in association with UN-HABITAT, recommends
action plans in the area of decentralization, finance, financial management etc. The Jawaharlal
Nehru National Urban Renewal Mission aims to ensure the fiscal empowerment of
municipalities. A working group of state finance secretaries and other experts has been
constituted by the Reserve Bank of India to consider additional reforms. Finally, the strategic
plan of the Ministry of Urban Development for 2011-2016 has a clear mission and vision for
urban local bodies.

Management and Finance Practice

The comparative advantage of local government undoubtedly resides in its superior knowledge
of local conditions and the needs of local communities. Local Government can make an
important contribution to public well being through the execution of government policies and the
delivery of local public services. Local government also has the potential to be the most
transparent and accountable level of government. Full realization of that promise, however,
requires strong fiscal administration to ensure that citizen interests are reflected in local
programs; policies are conducted in a fiscally sustainable way; and resources are not lost through
inefficient, ineffective, wasteful, or corrupt operations (Mikesell, 2007).

State and local governments have made great strides in measuring and improving performance
over the last two decades. This is partly a response to economic crises, decreasing revenue
streams, and cuts in state and federal funding (Foltin, 2005). It is in this context that improved
public financial management and accountability is crucial not only for better governance, but
also for improved service delivery (Synthesis Report, 2006).

Inefficiency in Financial Practices

There may be inefficiency among urban local governments in the management of their finances,
which could adversely affect the efficient delivery of basic civic services. This may include:
deficiencies in the procedure for determining the cost of services; low levels of revenue
collection; high areas from previous years and high dependence on external sources of finance
(Aijaz, 2006).
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Many urban local bodies are unable to meet the basic service requirements of their populations.
Elected representatives and officials of urban local bodies regularly stress the need for the timely
provision of funds from upper tiers of government, but they may not be able to maintain basic
civic services nor initiate appropriate action for raising local revenues. Prudent financial control
practices should match available resources to the function of urban local bodies.

Prudent Financial Control Practices

All resources need proper planning and control in their utilisation to satisfy the public interest
(Achua 2009). Financial management initiatives include effective controls over receipts,
expenditures, funds, property and other government assets (Audit Federal Financial Controls:
Sooner Rather than Later? 2005).

Legislatures should not only appropriate money, but they should also ensure that funds are spent
according to their intent, in an economic and efficient manner and produce the intended results
(Ahsan, 1996). Proper public expenditure management at any level of government should:
(a) adequately control the total level of revenue and expenditure,
(b) appropriately allocate public resources between sectors and programs, and
(c) ensure that governmental institutions operate as efficiently as possible (Rao & Bird
2010).

Prudent financial control practice should also aim to ensure financial sustainability of urban local
bodies. The generation of recurrent surplus is thus one of the key indicators of financial
sustainability.

Elected representatives are power seekers and their major decisions are oriented at gaining votes.
Therefore they may not take adequate measures to collect sufficient own sources. They may
also make unnecessary or irregular expenditure. Public officials should constrain such action by
the elected representatives, but they may prefer to keep quiet in order to avoid conflicts with the
elected representatives especially if they are popular. Political power supersedes administrative
power.

As a result, prudent financial practices are not necessarily adopted by urban local bodies. There
are some large urban local bodies which are better governed, but the financial condition of small
and medium-sized towns are often poor.
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Finances and Functions
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Control 1: This control covers tied grants received from upper tiers of governments. The grant should
only be expended in accordance with authorizations of management and the direction of the issuer.
However, an urban local body should also exercise financial control (1) to ensure that the amount of any
tied grant is either equal to or more than the relevant earmarked expenditures.
Control 2: Appropriate resources are needed at the urban local body level to ensure the provision of basic
services. An urban local body should try to meet the administrative, operation and maintenance costs (all
expenses other than those covered by tied grants) out of its own source revenue collection. This is the
aim of control 2.
Control 3: The result of the above two controls is either a recurrent surplus or a deficit. Any surplus is
available for capital expenditure and so will complement capital receipts. Capital receipts, in the form of
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a grant or loan, should be expended in line with the requirements of the issuer. Therefore control 3 is
directed towards ensuring the balance between capital expenditure and capital receipts (augmented where
possible by recurrent surpluses).

Accounting and Disclosure in Financial Statements:

The National Municipal Accounting Manual (2004) published by the Ministry of Urban
Development describes the accounting policies, procedures and guidelines designed to ensure
correct, complete and timely recording of municipal transactions and to produce accurate and
relevant financial reports. An urban local body should prepare its financial statements to indicate
the source and use of funds both from its own sources and those of higher tiers of government.

In addition, readers of financial statements need to understand the financial control practices that
have been exercised.

To achieve this we recommend that the following financial statements are produced by urban
local bodies:

o Statement of Cash Receipts and Payments
e Statement of Financial Performance
e Combined Statement of Control.

An illustration of these statements is shown below.

Statement of Cash Amt | Statement of Financial | Amt | Statement of Amt

Receipts and Performance (accrual) Financial Position

Payments (accrual)

Receipts Income Capital Employed

A.Own Source: A. Own Source: Funds and Reserves

Tax Revenue 400 Tax Revenue (i) 440 | Retained Earnings 125

Non-Tax Revenue 500 Non-Tax Revenue (ii) | 530 | Reserve: Capital 320

Contribution (i)

Other Income 10 Other Income 10 Grant, Contribution | 210

Total Own Source 910 Total Own Source 980

B. Transfer from B. Transfer from Borrowings 150

Upper tiers Upper tiers

General purpose 100 General purpose Grant | 100 | Total 805

Grant

Revenue Grant 550 Revenue Grant 500 (i)Capital contribution is

Specific Purpose Specific Purpose (iii) fixed assets purchased out of

Capital Grant 400 Total 600 | capital grant.

Grant as Nodal 200 Total (A+B) 1580

Agency

Total 1250 | (i) 440= 400+ Employment of
Receivable(40), Capital

C. Borrowings 250 (i1) 530= 500+ Fixed Assets:
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D. Other Receivable(30), Municipal Fund 30
Interest on Grant 30 (iii) Income recognised to the | Capital Grant Fund 320
Fund extent expenditure made. Pay

Total Receipts (Ato | 2440 | and allowance= 300, Social Loan Fund 200
D) Welfare = 200.

Payments Expenditure Total 550
Operation

Salary and Wages 350 Salary and Wages 350 | Net Current Assets
Administrative, 800 Administrative, 885 Current Assets

Operation & Operation &

Maintenance Maintenance expenses

expenses 0]

Interest and Finance | 20 Interest and Finance 20 Debtors 70
Charges Charges

Revenue Grant- 200 Revenue Grant- 200 | Cash and Bank 270
Specific purpose Specific purpose(ii) Balances

Total 1370 | Total 1455

Capital Payments (1)885= 800+ Payable (85). Total 340
Fixed Asset