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Abstract

To the present time, fiscal decentralization regmés a priority and challenge for most Western
Balkan countries, which went through an intensikkage of reforming and decentralization in the
early 2000'. In these countries local governmemtsnot fulfil their public and social functions
and are still highly depended on the central gawemt grant-aid funds. The level of funds being
allocated to the local government units is basethtargovernmental schemes which risk being
non-transparent and unfair, thus influencing negéti the equity and efficiency criteria of
decentralization. Wide empirical evidences, in bdéveloped and developing countries show
that the distribution of grants across local goaece units is influenced by politics and personal
networking.

Similar to other Western Balkan Countries, decdizafion is still a new reality in Albania and
Macedonia. Despite the efforts for reforms, locav&nments remain financially dependent on
the central government. Relevant studies show ltedt in Albania and Macedonia, where
intergovernmental transfers’ scheme is often charaed by the lack of transparency and
corruption, transfers are seen from the politiciassan instrument to gain votes rather than a
mechanism to improve equity and efficiency.

This study shows that the distribution of transferd.ocal Government Units is influenced by
political opportunistic behaviour. The earmarkeadrgs are more likely to be subject to this
opportunism — communes/municipalities that are leyadhe same political party that make up
the central government coalition, receive signiitba more transfers compared to other
communes/municipalities in both countries.
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1. Introduction and theoretical background

To the present time, fiscal decentralization regmés priority and challenge for most Western
Balkan countries, which went through an intensikage of reforming and decentralization in the
early 2000’ (Dabla-Norris, 2006; Basta Fleiner £t2006). Despite the efforts for reforms,
Western Balkan countries local governments stilinca properly fulfil their public and social
functions and are still highly dependent on thetredigovernment funds.

Fiscal decentralization theories assert that thetyqnd efficiency criterion should be the basis
for determining the intergovernmental transferdeef on the regional disparities (Musgrave,
1983; Kessler and Lessmann, 2009; Dafflon, 2008yediarding political inclinations and

focusing instead on the economic rationale for tise of transfers (Sato, 2007). In many
countries the level of funds allocated to the LoGavernment Units (LGU) is based on
intergovernmental schemes which have not beema with equity and efficiency criteria of

decentralisation (UNDP, 2005; Dafflon, 2006). Engal evidence, in both developed and
developing countries show that the distributiomy@nts to LGUs is often influenced by political
affiliation (Khemani, 2008; Sato, 2007) and perdareworking (Reed, 2001).

On the other hand, empirical scholars of politeabnomy (Inman and Rubinfeld, 1996; Sato,
2007) show that transfers are allocated by therakegbvernment following “opportunistic”
pattern. There are two different ways of behavibpolitical influence persists: (i) a risk adverse
central government tends to deliver increased fupdo communes and municipalities with
“core supporters” such as the case of Argentinat¢Rand Sanguinetti, 2001) and India (Cox and
McCubbins, 1986; Khemani, 2004); and, (ii) a lésk adverse government will distribute more
funding to regions where there are more “swing’evetwith the purpose of obtaining additional
electorate support in such regions (Dixit and Legan,1998).

There have been a number of reports expressingisloubr the fairness of funding distribution
schemes in both Albania and Macedonia (Shehu, 28@6Jappi et al, 2008; CESPI, 2011,
Ferulio et al, 2008). Attempts to specify measunemef the allocation criteria have been
sporadic and not transparent to the public (AFAPleaving room for opportunistic behaviour
(e.g. related to elections, political affiliatiottslocal governance etc). World Bank reports (2006
and 2007) have observed that the public paymenéemsgsin several countries in the Western
Balkans have been performing far from Europeancjples and good practice guides. Case
(2001) finds that economic aid distributed to All@an poor households from the central
government are higher to core support communesth®&naeport finds that for influencing
political decision-making in their favour, mayonsdaheads of communes still apply direct and
personal links to central power holders (CESPI,120Which is more likely to take place if they
belong to the same political network/coalition laattof the central government. Whereas Coplan
(2011) finds a statistical influence of the pobificaffiliation factor is the distribution of
conditional grants in Albania.



Similar situation is reported also for Macedonidefie have been complains by mayors and
municipality council members in that party inteseseavily influence intergovernmental transfer
schemes (Yusufi, 2006, Rockel, 2008). In additiothie political affiliation, another factor that
could affect central government transfers to LGB <thnicity; however this aspect is not a
subject of analysis of this paper.

Despite these concerns and claims, there has beged research on Albania or Macedonia to
empirically show whether political affiliation obtal government or/and personal power of local
government leaders influence biased distributiofuafis, or if the bureaucracy allocates those
funds in an impersonal, un-political and mechaaistianner. This study aims to analyze the
factors impacting funds distribution from centrallbcal governmental units. with special focus
on political influence. The purpose is to investigavhether political affiliation of local
government or/and personal power of local goverrinteaders influence biased distribution of
funds, based on descriptive statistical analystb®fntergovernmental data.

2. Institutional framework and historical background of decentralization
in Albania and Macedonia

2.1 Country profile

Albania

Republic of Albania has been a centralized econaugng communist system which was
established after WWII and lasted till early 199®efore the 1990’s, Albanian Local

Government, legally considered as "local bodiegafernment” rather than "local government
bodies”, were in charge of implementing the detkdeonomic planning within the framework
of a highly centralized decision making system. Tir democratic elections in the country,
which marked the beginning of a multi-party demaograook place in 1992. During the first

years of the transition, little attention was paicdecentralization. The focus of the governrhent
was on building the key institutions and reformihg economy.

Macedonia

Republic of Macedonia, known as FYROM too, is artouthat gained its independence in

1991 after the collapse of the former Yugoslav fatien. Therefore, Macedonia, as the poorest
economy of the federation, was separated from anauy centrally planned by the federation.

Since its independence, in overall, the country pragiressed significantly from the economic

2 Strategy for Decentralization, 1999.



and political aspect. Currently, Macedonia is knoasa stable country. On this journey, it
managed to become an open economy, well integiatedinternational trade, with a sound
financial sector and prudent macroeconomic policies

Macedonia is a parliamentary democracy. It hasieaomeral 120 chamber elected every four
years with an executive government composed of aitiom of parties. Since August 2004,
LGUS® structure changed and it allowed for changingldeal boundaries and giving more local
authority to areas dominated by Albanians. Curyetile local government structure is exercised
through 75 municipalities plus 10 other municipesitunder the umbrella of City of Skopje
municipality which has a distinct status.

2.2 Historical background of decentralization

Albania

Albania has embraced for the first time the conaafptlecentralization in the late nineties
following two fundamentals events: the 1998 consth and the European Charter of Local
Self-Government. The government drafted the firsttidhal Strategy for Decentralizatibn
adopted by the Council of Ministers in 2000, whgsal was to implement the provisions of the
Constitution of Albania regarding decentralizatioonsistent with the principles of the Charter
of Local Self-Government of the Council of Europe.

This ambitious strategy was followed by an inteadiegal reform. During 2000-2002 several
laws were passed by the parliament in order tadlthié legal framework of decentralization. In
fact 2002 was considered as “year zero” for deeéiméition in Albania (Levitas, 2011).
Although the path was new and hard, the reform&dallen during this period were considered
successful taking into consideration the centrdlilmgacy of the country and the transition
periods it passed through.

In 2005 a political rotation took place: the caalt lead by the Democratic Party took office

after 8 year of socialist party led government.sTpwlitical change marked a slowdown of the

reforms (Levitas, 2011). Since then, the decemtmbn reforms focused on the (ongoing)

process of property transfer from central to logavernment, local borrowing, budgetary

planning system and internal control and audit.dleghe decentralization reforms over the last
15 years, there is still a lot to be done to adghifiscal autonomy and independence of the local
units.

Macedonia

Local government is prescribed as the fundamerddl gnd value within the Constitution of
Republic of Macedonia in 1991 (by article 8 andcis 114-117) The article 114 of the

% Another name used for municipalities is local goweent units or LGUs.
* National Strategy for Decentralization, 1999.
®Official Gazette of Republic of Macedonia, Congtitn Nr.52/1991 and Nr.31/98.



Constitution defines the municipalities as Localv&mment Units (LGU) and guarantees the
right of citizens to establish forms of local seibvernment. In 1996, the Government in
Macedonia adopted the Law on Territorial Organ@ti Later, in November 1999, the

Government of Macedonia adopted a new strategystarted to reform the system of local self-
government. The reforms were lead by the Ministryacal Self Government as the eminent
authority responsible for coordination of the aitids defined by the new policy. Thus, these
reform processes were disrupted in 2001 due tonakeonflict in the country.

In 2001, following the amendments to the Constitulti and the Ohrid Framework Agreement
(OFA) signed in August 2001, the new Law on Localf-&overnmerit was adopted, and the
decentralization process officially started by awp of the Law on Regional Development in
July 2008 and the Law on Financing Local Self-Governmentt&lni

The Law on Financing Local Self-Government Unitspbiasized that the transfer of financial
resources from the Budget of Republic of Macedomihe Budgets of the Municipalities will be
transferred in three subsequent phsés advance, LGU’s obtained the right to recorstand
consolidate their administrations in advance withiso calledero Phase. This phase facilitated
municipalities to determine and collect their ownenues, involved improvement on procedures
for budget planning and its implementation, streeged cost control mechanisms and assisted
to development of a reporting system to the cegimaernment budget.

In the first phase, municipalities gained the right to administerageues coming from their own
sources and from the central government grantsitdsv2009). In this phase, a transparent
criteria and methodology was prescribed for theritistion of capital, earmarked and block
grants, funds received for delegated competencidsvalue Added Tax (VAT). Furthermore,
earmarked grants were prescribed as the main sairt@cal government units in order to
finance the cost of maintaining primary and secondahools, cultural institutions, child care,
elderly care and fire-fighters (Nikolov, 2004).

The transition intahe second phase™ of fiscal decentralization is based on the cagagfiteach
municipality to demonstrate good financial resuits the first phase (Novovic, 2011).
Furthermore, earmarked grants were transformed bidok grants which are distributed on

® Instead of 34 municipalities; the territory of tbeuntry was administratively divided into 123 nuipalities and
the City of Skopje as a separate local governmaitt u

"Official Gazette of Republic of Macedonia, Amendinenthe Constitution of Republic of Macedonia, %72001.
8 Official Gazette of Republic of Macedonia, on LbSalf-Government Nr.5/2002.

® Official Gazette of Macedonia Law on Regional Diepenent Nr. 63/2005.

°The Law on Financing Local Self-Government Urtigicles 44,45 and 46.

™ The allocation formula is defined within the Mitmis of Finance of Macedonia referring to the budggeach
next fiscal year; and is intended to finance specittivities defined by law (article 10 of the Lawa Financing
Local Self-Government).

128y 2008 51 of LGU'’s has entered to second phase.



sectoral level; with a specific formula calculated annual basis and intend to cover the
operation and maintenance cost of LGI's

2.2 Local government system

Albania

C commune, municipalities and regions, which aganized in two tiers/levels. Communes and
municipalities are the basic units of local goveemty while the regions represent the second
level** The structure of government in Albania places nesphasis on municipalities and
communes (Schroeder, 2004).

* First Level: Municipalities are defined as local governmentsunsually located in the urban
area, while communes are generally situated inlrarg@a. There are presently 65
municipalities, which usually correspond to urbareas, and 308 communes which
correspond to predominantly rural are@emmunes and municipalities have a representative
and an executive organ directly elected every 4 pesiod. The representative organ of
communes and municipalities is the Council, while executive organ is the Chairman of
the commune or the Mayor of municipalities.

Municipalities and communes exercise three typedunétions in compliance with the
regional and national policies: exclusive, shared delegated functions. They have full
administrative, service and investment powers asgansibilities on thexclusive functions
regarding infrastructure and public services, damidtural and recreational functions, local
economic development and civil security.

The other category of functions, such as pre-usityereducation, public heath, civil
protection etcshared with central government, which provide biénéd the whole nation,
even if the principal beneficiaries are the resigdame considered akared functions. On the
other hand, central government may authorize orogapthe commune/ municipality to
perform functions as its agendelegated functions. Actually” the mandatory delegated
functions are: the civil registry offi¢®& the land protection and management settiand
business registration centtes

Regarding theevenues, LGU can impose local taxes and tariffs. By {awommunes and
municipalities have limited discretion regarding tlype or rate of local tax&s while they

13 The allocation formula is defined within the Mitmis of Finance of Macedonia referring to the budgkeach
next fiscal year (article 12 of the Law on Finamnglrocal Self-Government).

4 Art 108 of Albanian Constitution.

!> Guidance Nr.7/1, dt 29.2 2012 “On the preparatibthe local budget”.

16 Regulated by Law nr 10 129, dt 11.5.2009 “On tivé registry office”.

" Regulated by Law nr.8752, dt 26.3.2001 “On theatiom and functioning of land protection and mamagpet
section.

®Regulated by Law nr 9723, dt 3.5.2007 “On the matidbusiness registration centre”.

19 Law Nr 9632, dt 30.10.2006 “On local tax system”.



have full autonomy regarding the type, amount addhinistration of local fees such as
cleaning fee, fee on the use of public space/aitpard fee, street lighting fee etc.

In addition to local revenues, communes and muaiitips receive funds from national
sources in the form of grants, which may be undaomthl or conditional transfers and which
exceeds self generated income for most communemandtipalities.

» Second level: The 1998 constitution established a new tier oalgovernment: the region,
which represents the second level of local governiniEnhe region is an entity composed by
several communes and municipalities. There ared®mns in the country (Table 1).

The representative organ of the region, the RegiGnancil, is composed of representatives
of communal and municipal Councils. The executivtharity of the region is vested by the
Chairman and Board of the Regional Council, eledigdthe members of the council.
Albania’s Regional Councils are weak, because theerce of a specific law on regions.
They are governed by indirect elected councillonsl dave no direct revenue raising
authority (Schroeder, 2004; EU, 2006).

Regional government represented by the regionahatsuhas the authority to use various
sources ofevenues, such as unconditional transfers, conditional trarssind regional taxes
as defined by law. Part of the regional revenuew/ele from communes and municipalities
under its jurisdiction, defined as form of “quotdsmembership”.

In addition to the organs of LGU’s the Council ofifidters appoints @refect in every
region as its representatfve

Table 1: LGUs in Albania

Number Regions Municipalites Communes  Population

1 Berat 5 20 141,994
2 Dibér 4 31 137,047
3 Durrés 6 10 262,785
4 Elbasan 7 43 295,897
5 Fier 6 36 310,331
6 Gjirokastér 6 26 72,176
7 Korgé 6 31 220,357
8 Kukés 3 24 85,292
9 Lezhé 5 16 134,027
10 Shkodér 5 28 215,347
11 Tirané 5 24 749,365
12 Vloré 7 19 175,640
Total 65 308 2,800,138

Source: INSTAT, 2011

2 For all other taxes, communes/municipalities d@vermyby law the tax base and the boundaries ofakeate in
discretion of the LGU council.
2L Art 14 of Albanian Constitution and Law nr 8927 26.07.2002 “On the prefect”



Macedonia

Law on Local Self-Government is complemented by tthe& on Territorial Organization of
LGU’s*% the Law on Financing Local Self-Government Utijtshe Law on City of Skopje
determines the phases on financial delegation wep@nd the dynamics on providing financial
resources to municipalities. Hence, the law on ideral Organization combined the 123
municipalities into the present 84 municipalities;addition City of Skopje was separated as a
city-wide local government (Feruglio, et al., 2008ne positive aspect of these processes is that
Government has put in a place comprehensive keistmes and associations in order to design
and operate according to the European charter call®elf-Government. This overall process
was chaired by the Ministry of Local-Self Governmand envisioned by the secretary general
of the Association of the units of Local Self- Gowaent (ZELS), State Secretaries of all
ministries, and Head of sector for European Uniotedration and the Commission for the
Monitoring and Assessment of LGB% Furthermore, in line with the Law on Financingcab
Self-Government Unit, Monitoring and Assessment @ussion supervised exceptionally
significant and complex activities of the LGU’s (OB, 2007).

Table 2: Type and Number of Local Governments

Type of local governments Number of Local Number of local governments
Governments (2004) (1991-2002)
City-municipalities 33 116
Village-municipalities 41 0
City of Skopje municipalities 10 7
City of Skopje 1 1
Total 85 124

Sourcelaw on Territorial Organization of the Local Selfixgernment in the Republic of Macedonia of August 11
2004Note:According to the law a city, has more than 3,0@0dents (city-municipality); a village-municipalityas
less than 3,000 residents.

As a result of these reforms, Government of Macedbas realized and introduced significant
legislative procedures in order to manage the pcef decentralization. Pursuant to
Constitution, and to the Law on Local Self-Governingf Macedonia, LGU’s gained significant

responsibilities for the following areas: urban amdal planning, managing the operations of
LGU’s, effective mechanisms to cooperate betweemianalities and government itself;

protection of local self-government units, fostgrieconomic development of the local
communities, development of education and cultsigport sports and recreation; provide

2 Official Gazette of Republic of Macedonia, Law Berritorial Organization of LGU’s, Nr.55/2004.

% Official Gazette of Republic of Macedonia, Law Binancing Local Self-Government Units Nr.61/2008/2004
and 22/2007.

#The Commission was established in January 2007rolts is to monitor and assess the extent to wiich
municipality has fulfilled the conditions of decealization.

10



social protection, health protection, fire fightingervices; responsibilities for financial
management and tax collection.

Other line ministries have played a more speciie related to the nature of the decentralized
responsibility. Ministry of Finance role has beearmsignificant due to the importance of fiscal
decentralization as the major challenge for deeéméition process itself. Even though, one
expects that Ministry of Finance plays the mostivactrole among other ministries;
municipalities give a different scenario in the 2&Lrrvey on Decentralization carried by OSCE.
On a scale of 1-Bad, 2-Good and 3-Excellent, mpalties have rated their cooperation with
MLSG as the lowest (2.1), followed by Ministry oinnce (MoF) with 2.3, and the highest for
ZELS (2.6) (OSCE, 2012)

There is no direct feedback mechanism where muadlitigs contribute to the decentralization
process itself. The only mechanism of such feedm@kELS orAssociation of the units of local

self -government of the Republic of Macedonia with members of all of the country’s

municipalities. Often, ZELS is seen as the mairceadf municipalities. ZELS is established
about 40 decades ago, on April 26, 1972. During dbeelerated phase of decentralization
developments (2005-currently), ZELS has contribuéatively for the development of the

decentralization process and building local demmcrén addition to the bridging role of state

and local government dialogue, ZELS has contributesnendously in establishing inter-

municipality cooperation and cooperation with logathorities at international level.

International bodies have played a very importaid especially by monitoring, evaluating and
training the local officers. OSCE Mission to Skopjas contributed to the decentralization
process by monitoring the OFA implementation. Witthis mandate, in 2006, it undertook the
initiative of monitoring the decentralization prasdtself. The output of this initiative was in the
form of yearly reports that offered the stakehdad®ore insights into the benefits and challenges
of the decentralization process. These reportscareluded in a very valuable report of
Decentralization Assessment Report 2006-2011. ThalD Macedonia has played a significant
role in the sector of Democracy and Local Goverpatichas financed long-term projects that
have elevated the financial management capacityaanoduntability of municipalities. UNDP in
collaboration with ZELS and MLSG in collaboratiofinncer) with Norwegian government
signed the Inter-Municipal Cooperation Grant Schémgeements in November 2009.

Normatively, the country has to keep decentralirain the top of its political agenda, due to the
low level of fiscal decentralization. In additiodecentralization is seen hand in hand with the
Ohrid Framework Agreement (OFA), because, OFA issitered as one of the agreements that
ended the 2001 conflict by giving the right (amatger rights) to manage to all of the local
government units including those of Albanians atitepo ethnic groups in the country. Thus,
transferring grants from central level of governmenLGU's, where some municipalities are
ethnically divided, inevitably raises political agti®ns. Currently, the MLSG is working on
implementing theProgramme for Implementation of the Decentralization Process and Local

11



Salf-Government Development in the Republic of Macedonia 2011-2014(MLSG, 2011)and the
corresponding action plans are adopted (EC, 2012).

2.3 Intergovernmental transfers to local governments

Albania

The system of transfers local government receik@s tentral government was implemented in
2002 by the organic law. The scheme of the trasdies been subject to constant change over
the years.

The size of the total pool of intergovernmentahgfars is still nowadays not tied to any central
government revenue source or index, it is ratheerdened every year by the state budget
(Levitas, 2011; Schroeder, 2007; Shehu, 2006).

LGUs receive funds from the central governmenthi@ form of conditional and unconditional
grants.

Conditional grants (earmarked grants)

According to the organic law, conditional transfen® state funds allocated to LGUs for a
specific purpose, to achieve national objectives tanperform the functions central government
delegate to local government and share with it. E@0J not have discretion in using conditional
transfer, as it can be allocated for the purpas#e amount and according to the rules set by the
central governmefit

During the years the conditional transfers systasdhanged considerably in 2006 and 2010.

In 2006° a new type of condition grant for investment wasaduced: the competitive grant.
This type of grant was further reorganized, in 20L@der the umbrella of the Regional
Development Fund.

Currently LGUs receive conditional transfers in them of:

1- Conditional transfers for delegated/shared funstion
2- Competitive grants by the Regional Development Fund

Conditional (earmarked) transfers for delegated/shared functions consist on transfers, for either
operational or capital expenditures, allocated @Us by the line ministries for the delegated
and the shared function€onditional grants are part of the structural busigef the line
ministries, which has the discretion on allocatihg grants across LGU according to few
guidelines criteria given by law.

Regional Development Fund, established in 2069 is financed by the state budget as an
allocation mechanism to support public investmeattsegional and local levels through a

% Law nr 8652, 2002, “On the organization and fumitig of local government”.
% Law nr 9464, 2005, “On the state budget of yed620

12



competitive grant system. It constitutes a keyrimsent for regional developméhtThe Fund is
composed by competitive investments grants in &sesuch as: local infrastructure, education,
public health, agro food market buildings, watep@y and sanitation, irrigation and drainage
and forestation. To be eligible for this fund LGdsmpete based on different criteria made
public in the budget law. The criteria, specifigdi@w, are as follows:

* The degree of compliance with the national andomegjidevelopment strategies
* The degree of impact on reducing poverty and imipigpaccess to basic services
* Number of beneficiaries directly and / or indirgdily the project

» Level of collecting local taxes and fees,

» Technical quality of projects proposed

* The project must benefit more than one local unit

A committee, headed by the Prime Minister and caedoby the Line Ministers and
Representatives of Local Associations, is respéadiir selecting the projects proposed by
LGUs on a competitive base.

Unconditional Grants

The unconditional transfers are defined in the mig#éaw?® as state budget money given to the
LGUs for performing exclusive and shared functidriige main purpose of unconditional grants
is the equalization of revenues across LGUs. LGWehaomplete independence in
administrating unconditional transfers. These ftienssare part of the autonomous local budget
and may be used either for expenditures or capialstments.

Unconditional grants are distributed across commumainicipalities and regions according to a
formula, made public with the annual state budget IThe grant is divided in two sub-pools: the
transfers for the communes/municipalities and thesfer for the regions. In the first years of the
formula implementation there was also a third sabkpthe compensation fund, which was
abolished in 2006. The exact proportion betweersthepools has changed during the years, but
always the mayor part is devoted to communes andiaipalities (approximately 90%) (see
Table 3).

Table 3: Evolution of the coefficient of the formaubr unconditional grants

Type of grants 2002 2013
Fix amount 25% 10%
_ Population 15% 28%
To I;;glons General Grant Geographic indey 30% 30%
(9%) Road index 30% 32%
Compensation Fund Il 12% -

2" Law nr 10190, 2009, “On the state budget of y&HI2.

28 UNDP report, 2010, Assessment of Design and peeace, recommendations for improvements and sufpor
reforming the Regional Development Fund.

2 Law nr.8652 “On the organization and functionafdocal government”, Art 19/2.

13



Fix amount 4% -
Population 63% 70%
e Land area of 4% 15%

L eneral Grant commune
To Municipalities/Communes Urban areas

(91%) (without Tirana) 21% 15%

Tirana 10% -
Fiscal Equalization yes yes
Compensation Fund Il 5% 0%

Compensation fund | ‘ 4% -

Administrative data are gathered since 2000, wherdegal base for the functioning of the local
government units was created and when conditional anconditional fund started to be
distributed by the central government. A quick viefrthe aggregated data shows that the level
of total revenues has increased fourfold in thisade. However the same growth has not been
observed if the trend is expressed in terms ofgredage of GDP in which case LGUs revenues
has been doubled achieving 3,1% of GDP in 2011bl€T4) The data show an increase of the
local total revenues as a % of the state budgedcesfy from year 2009. This increase may be
subject to the introduction of the new transfemepetitive grant. This trend is noticed even if we
calculate the % intergovernmental transfers hawe the total state budget.

Table 4: The evolution of Local Government Finan2eg82-2011

Intergovernmental
Year LGU revenues/ LGU own revenues/ transfers/ total state
GDP total state revenues expenditures
2002 1.8% 1.8% 4.3%
2003 2.1% 5.3% 2.9%
2004 2.3% 5.5% 3.2%
2005 2.4% 5.7% 3.3%
2006 2.7% 5.4% 4.5%
2007 3.0% 5.4% 5.5%
2008 2.9% 5.3% 4.5%
2009 2.8% 4.8% 4.7%
2010 2.4% 4.9% 3.6%
2011 1.8% 3.7% 2.8%

Source: Albanian Ministry of Finance, Instat

14



We can see the trends of the local finances infithee below. Since 2008 all type of local
revenues are decreasing with conditional transsbrenking the most. One explanation is the

financial crisis, although the trend of GDP in thexiod remains upward.

Figure 1: Local financesand GDP trends
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During the period 2002-2011 the composition of L&Yenues has been changing due to the
legal changes emerging from the Organic Law andirdnesfer of the responsibilities deriving
from the amendment of this Law. Since the introguciof the Regional Development Funds
scheme, the conditional transfers have experieacglarink going from 19% to 5% of the total
local revenues. Local governments own source reagraxperienced a small decrease trend
since 2003. However from 2003 to 2011 no stronghgha can be noticed in the composition of
local governments. This is a ring bell which anmmsthat still a lot is to be done toward

decentralization and local units’ autonomy. (Feyuj

Figure 2: The evolution of Local Government Finance 2002-2011
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80% - transfers
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Source: Albanian Ministry of Finance, data providgubn request
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Macedonia

Before the adoption of the reform-oriented laws ldBU financing, there were numerous
problems that hindered the proper functioning cé thtergovernmental finance system in
Macedonia (Yusufi, 2006). There was no possibibtyLGU’s to gain their owriiscal autonomy

in order to be funded by their own revenues andlltexes defined by themselves. Moreover,
according to Yusufi (2006) there was no framewaedidlation governing municipal finances in
the country. Furthermore, a survey conducted byOQBE€D member states in 1983 supports the
argument that LGU’s should be granted with addaloesponsibilities concerning developing
fiscal capacities and should gain sufficient fissavereignty for raising their revenues and for
spending. In addition to objectivity, transparenstgbility the newly established system of LGU
financing introduced a system which also providegom@omy and significant rights to
municipalities in order to maintain their own padis within their competence field (OSCE,
2007).

Alongside of these measures, the articles 8 - 13hef Law on Financing of Local Self
Government (2004 envisages the following type of transfers from tcaingovernment to
LGU’s: a) earmarked grants, b) block grants, c)iteagrants, d) incomes from Value Added
Tax (VAT) and e) delegated competence grant.

» Earmarked grants - are used for funding actual activity, and suppli®y the competent
ministries and funds for appropriate project orgresnmé&®. The criteria for the distribution of
these grants are established annually by the reggeriine ministries through an ordinance (or
by-law) adopted by the Government of Macedonia discll year. Thus, the allocation formula
of the earmarked grants is not defined.

» Block grants - are used for funding actual competences definedhbyLaw Financing of
Local Self Government Units within the article 2&@mgs 5, 7, 8 and 9. According the Law, line
ministries and the funds adjusts the methodologthefallocation of the block grants which is
based on #ormula by using appropriate indicators of the requireradat each sectdt. Hence,
the Government of the Republic of Macedonia willspaStatutory Regulations for the
methodology of determining and the allocation oé thlock grants in accordance with the
Ministry of Finance. Furthermore, block grants amnsidered as substitution to earmarked
grants in the second phase of decentralizationgsgy@nd are considereddedacto instruments
to be used by governments to equalize the finaxgadibution to LGU’s.

» Capital grants - are used for funding (LGU) investment projects arelprovided on the basis
established and approved by the Government of Magad annually for selected

%0 Official Gazette of Republic of Macedonia ,The LawFinancing Local Self-Government Units, Nr.6120
*Those grants are established for fire-fighting,cadion, social care and for culture.

32Block grants are foreseen to finance LGU activitigthin the sector of education, social care, aelfthealth care
and fire-fighting.
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municipalitie§®>. Moreover, the Public Roads Fund, the Ministry ®fansport and
Communication and the Ministry of Local Self-Goverent* and other line ministries disburse
capital grants for municipal investment projectbug, these grants are distributed mostly on
political decision.

* Incomes from Value Added Tax (VAT) - is allocated to municipalities as an unconditional
grant used for general purposes. The amount traedféo municipalities is calculated as 3% of
the collected VAT realized in the previous fiscaby”. Thus, Commission for the Monitoring
and Assessment of LGU'’s established a specific oetlogy and criteria for the distribution of
VAT. According this formula VAT grant allocation talculated as 65% of population, 27% the
surface area of the LGU’s as kn8% the number of settlements within the LGU aixed
amount of 3 million MKD® to each LGU. Moreover, this grant is seteggalization tool and
aims to narrow the revenue disparities betweer am@ urban LGU's.

» Delegated competence grant- is used for financing the competence delegatednbgrgan of
the State Administration to the Mayor of LGU’s. Tamount is determined by the respective
organ of the State Administration in the Budgettloé Republic of Macedonia and gives
significant competencies to the Mayor of LGU'’s ieeute it.

Although, Macedonia has made a great progress msadalegislation is concerned; the
decentralization remains a priority, especiallynirahe adoption point of view of fiscal
decentralization legislation. The decentralizatfmocess is still in the midst of the process,
because all of the municipalities, except one, aterently in the second phase of
decentralization. Even though, there are more déelgmanagement responsibilities to LGU's;
establishing strong municipal infrastructure remsaso, a paramount challenge to an increasing
fiscal decentralization.

3. Preliminary empirical findings of political affiliation influence on
intergovernmental transfers

Albania

The hypothesis of the study is that the distributidd conditional and unconditional transfers in
Albania is made according the political affiliatiand objectives that the incumbent may have in
communes/municipalities, based mainly on the vobebaviours. In order to observe for these
trends there has been carried an evaluation olvdhee of the transfers before and after the
election year if more money is allocated in peritzaperms to the politically affiliated LGU

3 Official Gazette of Republic of Macedonia ,The Laen Financing Local Self-Government Units,
Nr.61/2004,Article 11.

#particularly Bureau for Development of UnderdevelbiRegions in Macedonia.

% Official Gazette of Republic of Macedonia ,The Law Financing Local Self-Government Units, Nr.6 D20
Article 8.

% MKD is Macedonian Denar (national currency).
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toward the party in power. During the last decaelecgl elections processes took place (see
Table 5).

Table 5: Parliamentary and local elections

Years 2001 2002 2003 2004 2005 2006 2007 2008 20@@m0 2011
Parliamentary 21- 28-
elections Jun01 Oct05 Jun09
Local elections 12- 18- 8-
Oct03 Feb07 Mayl11l

In Albania there are three parliamentary electitaksng place in this period, namely June 24,
2001, July 3, 2005 and June 28, 2009 as well afotta elections of 2003, 2007 and 2011. In
order to observe for a possible influence of eteiin the transfers in per capita basis there has
been observed in no-elections years there has dmecated the years between local and central
elections (2004, 2006, 2008 and 2010) which takeepkvery four years.

Table 6: Unconditional Transfer per capita of comes/municipalities
according to political affiliation of mayors

Year Governing Non Governing P value (t-stat)
2004 1.95 1.95 0.944
2006 3.55 3.27 0.106
2008 3.77 3.63 0.456
2010 3.55 3.46 0.657

Source: Authors calculations based on data provigheh request by the Albanian Ministry of Finance

We did not find statistically significant changestlween governing LGUs (those voting for the
party governing the central government) and nonegumwg LGUs (those voting for the
opposition). The slight advantage in governing LGofs per capita transfers unconditional
evidenced in the years 2004, 2006 and 2008 and 2@i@ proved to be statistically not
significant (see Table 6).

On regards to the conditional transfers seemscthramunes which are run by the party in power
are more apt to benefit compared with the commumbikh vote mainly against it. The
difference of the conditional transfers in per tagietween the “core” supporter communes
versus “opposite” voters is huge in the first threends of years selected. A rapid increase in the
value of per capita of this type of transfers ie tyear 2010 has been accompanied with a
converging trend. However the p-value assessed ubm t-stat show statistical significances
proving good hints for further scrutiny toward aspible state clientelistic behaviour during both
local and parliamentary elections (see Table 7).
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Table 7: Conditional Transfer per capita of comnsimeinicipalities
according to political affiliation of mayors

Year Governing Non Governing P value (t-stat)
2004 0.58 0.28 3.1E-05
2006 1.05 0.33 3.6E-11
2008 1.83 1.17 1.3E-03
2010 6.06 5.04 3.3E-03

Source: Authors calculations based on data provighesh request by the Albanian Ministry of Finance

Macedonia

The hypothesis of the study aims to identify thstrdbution of earmarked, block and capital
transfers in Macedonia from central governmenbtal government units. This studgdresses
the specificity and importance of the voting bebawf the “core supporters” particularly on
local election periods in Macedonia. Especialig thecomes an important political issue when
ethnically divided municipalities (non-Macedoniaale analyzedIn order to observe these
trends and objectives, there have been carried/alnaion of the value of the transfers before
and after the election years in Macedonia. Duthng last decade several elections processes
took place; there is one presidential election whicok place in 2009, four parliamentary
elections which took place in 2002, 2006, 2008 a0dl1 and three local elections which took
place in 2005, 2009 and lately in 2013. As a reddi#icedonian parliament is leaded (governed)
by one coalition political power (VMRO-DPMNE and Dince the parliamentary elections in
2006 (Table 8). In our study, local elections indddonia are taken as a precursor for the
analysis. Especially, local elections in 2009 hmale great and significant changes on LGU's;
since 2009 is the critical year where political gown majority of the municipalities (LGU’S)
has changed. In the case of Macedonia it is obdehad both parliamentary and local elections
have influenced the transfers to LGU's on per edpdisis.

Table 8: Parliamentary and local elections

Years 2002 2003 2004 2005 2006 2007 2008 2009 2001 2013
Parliamentary

elections YES YES YES YES
Local elections YES YES YES

The main purposes of this study is to find out:ifajhere are significant changes between
governing LGUs (those voting for the party govemithe central government) and non
governing LGUs (those voting for the opposition);ibthere are important changes between
LGU's whose major population is Macedonian and L&Whose major population is different
from Macedonian. On the basis of the obtained thetdransfers of earmarked, block and capital
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grants to LGU's are analyzed. The analysis coverpériods 2007-2012 with specific focus on
the LGU's political affiliation between 2005-2008dabetween the period 2009-2012.

As regards earmarked transfers, in Macedonia @rerebserved significant differences between
LGUs whose mayor is from the same party or coalitdnich is running the central government
and LGUs whose mayor is affiliated to oppositio@UWs whose mayor is from the same party or
coalition which is running the central governmetend to get up to two times as much
earmarked transfers per capita ccompared to ot@&ssl- the gap is considerable through the
years (Table 9). However, it is also observed thaing decentralization process earmarked
transfers are used as a political tool; where tloeation criteria have not been transparent to
public.

Table 9: Earmarked transfers per capita accordirgplitical affiliation of mayor

Year Governing Non Governing
2007 554 866
2008 441 805
2009 1,188 469
2010 649 388
2011 525 359
2012 357 251

Source: Ministry of Finance of Macedonia, annualdrt data in the period 2007-2012

On regards to the earmarked transfers distribubethé LGU's whose major population is
Macedonian and to the LGU's whose major populatiodifferent from Macedonidf it is
observed significant changes in the amount of idigied earmark grants (Table 10). Thus, it
could be concluded that these grants could notdmsidered as an equalization tool because
jurisdictions remains weak and perhaps discrimiryato

Table 10: Earmarked transfers per capita accortdirghnic affiliation of mayor

Macedonian Albanian
Year . .
majority majority
2007 801 473
2008 758 388
2009 1094 403
2010 639 303

37 Municipalities different form Macedonian ethnicibetween the period 2009-201A&tbanian municipalities:
Arachinovo, Brvenica, Vrapchishte,Gostivar, Zhelindajas,Lipkovo, Oslomej,Struga, Stunichani, Tetovo
Tearce,Plasnica, Saraj, Chair ; and Centar Zhupgi@h); Shuto Orizari (Roma).
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2011 504 276
2012 338 156
Source: Ministry of Finance of Macedonia, annualdet data in the period 2007-2012

On contrary, in the case of block transfers pertaadifferences between LGUs whose mayor is
from the same party or coalition which is runnimg tcentral government and LGUs whose
mayor is affiliated to opposition are not considdeaand consistent over time (Table 11). It is
also remarkable to underline that these incongsgt@tcurs since municipalities parallel were
receiving earmarked and block transfers from theraégovernmerit.

Table 11: Block transfers per capita accordingdiatipal affiliation of mayor

Year Governing Non Governing
2007 1047 1172
2008 4600 4695
2009 5275 6513
2010 6211 6939
2011 6983 6850
2012 7024 6798

Source: Ministry of Finance of Macedonia, annualdrt data in the period 2007-2012

On regards to the block transfers distributed te ttGU's whose major population is
Macedonian and to the LGU's whose major populasatifferent from Macedonidf it is not
observed any significant changes. Hence, it is mapb to emphasize that block grants are
distributed on formula basis which is transpareat public. In this regard almost all
municipalities are treated on equal basis (Tab)e 12

Table 12: Block transfers per capita accordingtihmie affiliation of mayor

Year Mace.:dqnian Albgni.an
majority majority
2007 1081 1102
2008 4632 4753
2009 5418 5454
2010 6367 5522
2011 7186 5974
2012 7221 5979

Source: Ministry of Finance of Macedonia, annualdet data in the period 2007-2012

3 By 2008 only 51 LGUs succeeded to enter to thersgphase of decentralization -of total 85-. By 2@hly
Plasnica municipality is recorded in the first phas

39 Municipalities different form Macedonian ethnicibetween the period 2009-201A&tbanian municipalities:
Arachinovo, Brvenica, Vrapchishte,Gostivar, Zhelindajas,Lipkovo, Oslomej,Struga, Stunichani, Tetovo
Tearce,Plasnica, Saraj, Chair ; and Centar Zhupgi@h); Shuto Orizari (Roma).
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As regards capital grants, it is observed thatethare significant changes in the amount
distributed to LGUs whose mayor is from the sam#ypar coalition which is running the

central government and LGUs whose mayor is affiiato opposition. In addition, these grants
are distributed on political decision approved hg Government of Macedonia on annually
basis. Nevertheless, it should be noted that due to palitreasons and non-respondent

authorities only data between the period 2006-2@0%vailable; thus it allows accurate
estimations despite the short term $f¢hable 13).

Table 13: Capital transfers per capita accordingaidical affiliation of mayor

Year Governing Non Governing
2006 344 486

2007 583 549

2008 1041 520
2009 585 311

Source: World Bank and USAID project data in thequk2006-2009

On regards to the capital transfers distributedtie LGU's whose major population is
Macedonian and to the LGU's whose major populatiodifferent from Macedonidf it is
observed significant changes in the amount ofitisted capital grants (Table 14). Thus, it could

be concluded that these grants could not be camsidas competitive since decision on its
allocation remains political.

Table 14: Capital transfers per capita accordingthmic affiliation of mayor

Macedonian Albanian
Year . .
majority majority
2006 237 237
2007 609 389
2008 830 410
2009 579 352

Source: World Bank and USAID project data in thequk2006-2009

01t should be noted that there is a project ongaisg“Skopje 2014” where significant amount of morngy
transferred to this project as well (however #limost impossible to detect the amount becauseliical issues).

*1 Municipalities different form Macedonian ethnicityetween the period 2009-2012; Albanian municifesit
Arachinovo, Brvenica, Vrapchishte,Gostivar, Zhelindajas,Lipkovo, Oslomej,Struga, Stunichani, Tetovo
Tearce,Plasnica, Saraj, Chair ; and Centar Zhupgi@h); Shuto Orizari (Roma).
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4. Conclusions

Decentralization is a new reality for the Westerkan countries which are making efforts to
adhere to the European rules of decentralizatiaeitdorce the autonomy of local government.
However local governments still remain very dependi@ancially from the central government.
Often in these countries intergovernmental trasséee used from politicians as an instrument to
gain votes rather than a mechanism to improve yauitl efficiency. Relevant studies show that
this may be the case for Albania and Macedonia lm@ergovernmental transfers’ scheme is
often characterized by the lack of transparency.

This study shows that the distribution of transfe@Us is influenced by political affiliation.
More specifically, we observe a statistically sfgraint difference in the conditional grants per
capita received by the Albanian communes and mpatlities whose mayors belong to same
political coalition which runs the central governmeAlso in Macedonia these differences are
considerable — the municipalities whose mayorasfthe governing party gets the double of the
earmarked funds per capita compared to the otheriaipalities. Thus, municipalities that
mainly vote the party in power are more apt to fiemaore grants/funds from central
governments compared to other LGUs. On the othed,hae find no significant difference in
unconditional transfers between communes in teringpaditical affiliation in Albania or
Macedonia, which indicates that this type of grdnas been less affected by political
opportunism.

Although the results presented are descriptiveissitd, they are a good signal to further
scrutinize the factors influencing intergovernméugtants. In the next steps of the research we
will conduct econometric analysis of the data, oallihg for other factors influencing the grants
scheme. This study will be also complemented witkriviews with experts of decentralization
and representative of the communes and municigsalifihe interviewees will not only shed light
on the perception of the stakeholders regardingigall manipulations of the scheme, but will
also cast light into the influence of another pt&nimportant factor in the allocation of
intergovernmental grants, such as personal netaadkpower of the LGU'’s representative.
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