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Preface

After the territorial reorganization of the local authorities in Malaysia has
almost been completed and their legal functions have been widened considerably
by appropriate laws, important presuppositions for a broad and viable local admin-
istration have been created for this country. However the most important condi-
tion, a sufficient provision of financial resources, has not yet been realized: The by
far biggest share of national revenues still goes to the federal government.

The local authorities therefore cannot cover many of their statutory functions
and - more important - of the functions which because of its local character they
could cover more efficiently than the federal level, if the necessary resources in
money and manpower were given to them. Instead the local authorities in Malaysia
suffer from an extreme shortage of money, which leads to a unsatisfactory perfor-
mance of many, even basic local functions, and to a unnecessary reduction of the
standard of living.

To make things worse, the distribution of the few resources that are channeled
to the local level also is inappropriate. L. e. neither the own local revenues nor the
supplementary grants are distributed according to the local authorities’ varying
fiscal need. Thus in a few local authorities, especially in the urban areas at the west
coast of Peninsula Malaysia, local services are comparably overprovided, whereas
in other local authorities, especially in the rural areas at the east coast, even the
most elementary local services cannot be supplied.

This imbalanced vertical and horizontal distribution of revenues best could be
corrected by widening the local revenue base, especially by tax sharing. As this
solution at present supposingly could not be realized because of centralistic objec-
tions, the study at hand suggests the introduction of equalizing grants as a second
best solution. As this type of grants diminishes differences in the local authorities’
own fiscal capacity and fiscal need, they can correct the present horizontal imba-
lances; at the same time they also correct the vertical imbalances, as they shift
resources from the federal government, which would be the donor of the grants, to
the local authorities.

This proposed solution is elaborated by three papers. Each one deals with a
separate aspect and thus can be read and understood independently from the other
ones. As the second and third paper, on the other hand, are based on the results of
the first (and second) one, the three papers together form an entity.

1. The first paper analyzes and criticizes the mentioned "Imbalances in the Vertical
and Horizontal Distribution of the Local Revenues”, which are characteristic for
the "twofold malaise” of the local revenues in Malaysia. In doing so, also the
necessity for a correction of these imbalances becomes transparent.
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2. The second paper has "A Critical Look at the Present Intergovernmental Trans-
fers in Malaysia". It checks the allocative and distributive effects of the inter-
governmental grants, that presently are given to the local authorities, and
analyses the potentials of these grants - in the present or an improved form - to
correct the stated insufficiencies.

3. The potentials of one type of intergovernmental grants to correct the present
imbalances are discussed in the third paper, which is called "Equalizing Grants
for the Local Authorities in Malaysia - Method and Results". In this paper the
concept of equalizing grants is operationalized, i.e. fiscal capacity and fiscal
need are measured with special reference to the peculiarities of the local
authorities in Malaysia. Furthermore the distributive effects of the grants are
described under different assumptions about the degree of equalization and
about the volume of the grants. Finally a short-term and a long-term agenda are
presented for implementing the suggested solution. For the short term it is
proposed to abolish the present annual grants, which systematically are faulty.
This money thus could be devoted for the equalizing grants in a cost neutral
substitution, and then could be increased gradually. For the long term however
still a widening of the local tax base is favoured.

The papers are imbedded in a larger investigation of the Malaysian local
government finance and taxation, which the German Agency for Technical Coope-
ration (GTZ) has been undertaking since 1986. In course of this investigation an
initial Study by Lenz (1986) has been published already, which analyzed the main
problems of the Malaysian system of local finance and suggested possible topics for
further studies. Among others, also the subject for the present study was proposed
there. I would like to thank my colleagues from the GTZ, Dieter Lenz and
Michael Reidenbach, who have been working with me in Malaysia, and Dr.
Albrecht Stockmayer from the GTZ in Eschborn, for their support.

All studies were carried out in close collaboration and under the conduction of
the Local Government Division of the Ministry of Housing and Local Government
(MHLG). I would like to express my sincere gratitude to its former Director
General, Mr. S. Veloo, who was in charge of the Ministry until July 1988, and its
present Director, Mr. M. Lim, who both supported our work with permanent
interest and assistance. I also would like to express my thanks to the staff of the
Development Unit of the MHLG, Mr. Afandi, Director of the Development Unit,
Mrs. Harpajan, Mr. Ibrahim, Mr. Hanafi, and Mr. Majid, who supplied valuable
informations and administrative assistance, and inspite of their numerous other du-
ties were always prepared for frank and stimulating discussions.

Kuala Lumpur, Malaysia/
Eschborn, West Germany,

August 1988 Manfred Kops
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Summary

The Malaysian Constitution, especially the Local Government Act 1976, is in
accordance with the economical and political norm, that local autherities should
have broad competences and should cover a wide catalogue of functions. In reality
however, many local authorities lack the personal and financial resources to per-
form these funcions adequately, encouraging state and federal administration to
control and influence the local authorities decisions, cut their competences and
overtake more and more of the originally local functions.

This vicious circle, which has lead to a most inadequate sharing of competen-
ces between federal, state and local level, only can be broken if the local authori-
ties receive a higher share of the public revenues, enabling them to fulfil their legal
functions properly. This can be done by modifying the original revenue sharing
system, especially by widening the local authorities tax base, or by increasing the
financial aid that is given to the local authorities by means of state and federal
grants. Although the first possibility is the best solution from the theoretical point
of view, its chances of realization are lower due to political and constitutional
resistances. Thus the GTZ instead proposes the "second best solution” of gradually
increasing the financial aid that is given to the local authorities by the federal
government.

As instrument for this "vertical" redistribution of public revenues the GTZ
proposes so called equalizing grants. This type of grant is proportioned according
to the gap between the local authorities’ fiscal capacity to levy own revenues and
the local authorities’ fiscal "need", i.e. the amount of money that is necessary to
finance the local authorities legal functions. Equalizing grants thus not only
redistribute public resources vertically between federal (or state) and local level
but at the same time redistribute them "horizontally" within the local level.

This feature of equalizing grants is especially suitable as at present the (per
capita) revenues of the local authorities differ extremely and do not at all corre-
spond with their (also differing) fiscal needs. The proposed grants thus both
increase the overall revenues of the local level and reduce the gaps between the
fiscal capacity and the fiscal need of the local authorities, i.e. lead to a fairer distri-
bution of revenues within the local level.

The overall amount of equalization grants that is given to the local authorities
according to this principle has to be determined politically. The necessary amount
for totally equalizing the gaps between own fiscal capacity and fiscal need for all
local authorities would be beyond the federal governments present financial capa-
bilities. However a partial equalization with bearable burdens is possible and
would still correspond with the general concept of equalization grants.
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To introduce the equalization grants politically, it is suggested that the present
annual grants, which suffer from considerable theoretical deficiencies, are abol-
ished and substituted by an equally high amount of equalization grants, a solution
that would be in accordance with the existing laws (Act 245). For the federal
government this would be a cost neutral solution. In the long run the amount of
equalizing grants could be increased gradually - according to the political evalua-
tion of horizontal and vertical redistribution and the availability of federal resour-
ces.

If the implementation and gradual increase of an equalizing system of the pro-
posed kind is accompanied by a strategy of decentralisation and downward shifting
of competences, the necessary resources would be set free as the federal level
would get rid of many tasks that are originally local functions. For the federal level
the downward shifting of competences thus would not lead to higher financial bur-
dens. For the public sector at whole, it would lead to a more appropriate and effi-
cient fulfillment of public functions.
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Imbalances in the Vertical and Horizontal Distribution
of the Local Revenues in Malaysia'

by
Manfred Kops

Gesellschaft fiir Technische Zusammenarbeit, West Germany;
Ministry of Housing and Local Government, Malaysia

1. The Imbalanced Vertical Distribution of Revenues
between the Local and the Federal Level

1.1. The Amenities of Federalism

When deciding about the way, in which goods are produced and provided,
often only the production costs, e.g. the value of the resources used in the
production process, are considered. Although this usually indeed is the most
important type of costs, several other types of costs have to be taken into
account, too. They can be grouped into information costs, e.g. the resources
used to decide which goods shall be produced, how they shall be produced and
how they shall be provided to the members of the society, and frustration costs,
e.g. the loss of benefits caused to people who are affected negatively by
production and consumption decisions of others (i.e. production decisions that
lead to pollution of the environment).

Goods that are produced and provided by the private sector are optimally
allocated by the market process, which minimizes production costs, information
costs and frustration costs by the individual, decentralized decisions of the
producers and consumers. Goods, however, that cannot be allocated by the pri-
vate sector ("market failure”)? and goods, for which an allocation by the market
process is not accepted politically (i.e. health services), must be provided by the
public sector.

1 This paper is part of the authors’ broader study "Equalizing Grants for the Local Authorities in
Malaysia", (KOPS 1988a), which can be obtaincd by the Ministry of Housing and Local, Local
Government Division, Kuala Lumpur, or by the Gescllschaft fiisr Technische Zusammenarbeit,
Eschborn, West Germany.

2 Among the most important reasons for marked failure are "non-excludability”, e.g. the
impossibility to exclude those persons from consuming a good that are not willing to pay for it
(street lights), and "nonrivalness of consumption®, e.g. the feature of some goods to spend benefits
to many (indefinite) consumers without reducing the benefit for each of them (weather report).
For an introduction into the theory of public goods and the concept of market failure see ie.
CORDES/SANDLER 1986.




A federal public sector can provide these goods with lower costs than a
public sector that consists of only one public agency (the central level). Firstly, in
a federation the production costs are lower, as the competences for producing
the goods can be allocated according to minimal production costs: For a good
with a constantly regressive production function (economies of scale, see figure
1a) the production competence can be allocated to the central level, which is
able to produce the maximum units of the good (e.g. national television); for a
good with a progressive production function (diseconomies of scale, figure 1b)
the production competence can be allocated to the local level, which can
produce small numbers of the good (e.g. schools); and for goods with first
decreasing and later increasing production functions (U-shaped, figure ic) the
production competence can be allocated to an intermediary federal level (e.g.
states), which can produce the number of units near the cost minimum (e.g.
universities).

Figure 1.
Allocating production competences
according to the shape of public goods’ production functions
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In a federation also the decision costs are lower than in a unitary state: As
the decision competences then can be assigned according to the goods’ differing
(regional) range of benefits, only those people have to get informed about the
production alternatives and have to state their decisions (e.g. burden decision
costs), who are affected by the benefits of the goods. Thus for goods with a




narrow range of benefits (like fire protection or street lighting) the decision
competences can be allocated to the local level, ensuring that only the people
who really are affected by the supply of the goods decide about the way of
producing and providing them and at the same time ensuring that people who
are not affected are not involved in the decision process and do not have to
burden decision costs. - For goods with a larger range of benefits the decision
competences correspondingly are allocated to intermediary federal levels. Thus
the decisions about universities for instance could be allocated to the states, as
the benefits of universities usually spread over larger areas of about a states’
size. -- For goods with national benefits the decision competences
correspondingly have to be allocated to the federal level, as in this case their
benefits - defence policy or international relations would be examples - affect
people in the whole country.

Lastly in a federation also the frustration costs, e.g. the loss of benefits
caused by deviations between the individual preferences and the public
(majority) decisions, are smaller than in a unitary state. Although also in a
federal state the public decisions never can fit all individuals’ specific
preferences but always have to be a majority decision in favour of the average
voter, federal states allow decentral decisions that fit the individual preferences
better than central decisions. If for instance fire protection as a public matter is
evaluated differently in a country, in a federal state the standards for fire
protection can be varied according to the (regiomally) differing preferences.
Thus a local authority could impose high standards and hold better (and more
expensive) equipment for fire protection, if the inhabitants consider this public
function very important, whereas in a region, where fire protection is a minor
concern, a local authority could impose lower standards and hold fewer (and less
expensive) equipment for this function. If however the decision competence
about fire protection is allocated to the federal level, regional variations
according to varying preferences are not possible. Instead the service has to be
performed according to a unique national standard, causing frustration costs
both to people whose preferences for fire of protection are below this average
and to people whose preferences for this service are above the average. -- As in
a federal state the decision competences can be allocated to exactly the people
being affected by the results of the decisions, there is a fit between the
preferences of the people who decide and the people who are affected by the
output of the decision process.

Federalism thus allows a better fit between the individuals’ demands and the
public supply. This advantage is especially important in countries with highly
differing conditions of living and heterogeneous cultural, religios, racial or
political preferences. For Malaysia, where both the economic conditions and the
preferences for public matters highly differ regionally (urban-rural) and
ethnically, this feature of federal decisions seems to be especially important.




The above mentioned amenities of federalism suggest that the production
costs, decision costs and frustration costs can be decreased with the number of
federal levels or - more generally speaking - with the number of public agencies.*
In fact more public agencies really allow to assign the production competences
according to the minimum of the different public goods’ productions functions.
For some goods i.e. the cost minimum would be higher than the number of units
that can be produced by local councils, but lower than the number of units that
would be produced by the states (figure 2). In this case a fourth federal level
between the local councils and the states could produce this good with lower
costs per unit, thus improving the efficiency of the public sector.
Correspondingly it could be argued that a higher number of public agencies
could lead to a better fit between the (regional) range of the benefits and the
people involved into the decision process (minimizing decision costs) and also
could lead to a better fit between the public decisions and the individual
preferences (minimizing frustration costs).

Figure 2:
Allocating production competences to a fourth federal level
between local authorities and states
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4 Instead of or in addition to constituting several federal levels according to regional criteria,
public agencies can be constituted according to functional criteria. In many states i.e. social
security tasks are allocated to public agencies that are defined according to their functions (health
care, unemployment insurance), disregarding regional boundaries. Also the EPF in Malaysia is an
example for such a functional definition of public agencies.




The mentioned arguments suggest a monotone relation between the number
of public agencies and the efficiency of the public sector: The more agencies, the
smaller the overall unit costs of producing and providing the public goods (see
figure 3, function a). On the other hand there is one specific type of decision
cost, sometimes called coordination costs, sometimes called centralization costs,
which definitely does not follow this line: The resources necessary to coordinate
the decisions between the different public agencies within a country increase
with the number of such agencies. Furthermore additional costs appear as the
probability that certain public services are not covered by any agency or that
some public services inefficiently are covered by two or more agencies increases
with the number of agencies (see figure 3, function b). The overall costs
therefore are determined by the production costs, decision costs (except
coordination costs) and frustration costs on the one hand, which decrease with
the number of public agencies, and the coordination costs on the other hand,
which increase with the number of public agencies. The number of public
agencies thus will be optimized, when the overall cost function is minimized
(figure 3, function c).

Figure 3:
Determinating the optimal number of public agencies
by minimizing the overall costs of the public sector
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The cost functions of figure 3 of course are ficticious only. In practice it is
very difficult to determine the empirical shape of the overall cost functions for
concrete economies, especially as decision costs, frustration costs and coordina-
tion costs are very abstract categories, which are differently evaluated by
different political ideologies and hardly can be quantified. Ceteris paribus,
however, the number of public agencies will be higher in economies with large
catalogues of public functions, with heterogeneous preferences and (regionally)
differing production functions and with complicated and costly decision making
rules.

Cosequently also the number of federal levels, of regional agencies within
each federal level and of non-regional, functional agencies varies from country
to country. Some countries only have two federal levels, others have four or even
five’ Also the number of agencies within each level can vary considerably.’ As
each country has its own economical, political and cultural framework, it also is
not possible to find out an overall "optimal" federal structure that can be
adopted from other countries. Instead each country has to consider its specific
conditions, especially its historical preconditions, which might not be optimal
from the economic point of view, but cannot be changed because of cultural and
ethnic determinants or constitutional restrictions.

5 West Germany for instance has three fully elaborated federal levels: the local authorities, the
states and the federal Icvel, and two semi elaborated federal levels between the local and states
level ("Kreise” and "Regierungsbezirke”). In addition there are some special purpose agencies
which are defined functionally, especially the social security funds (for health insurance,
unimployment-imployment insurance and working accident insurance).

% In West Germany for instance there are about 8.500 local authorities, compared to only 90 in
Peninsula Malaysia. On the other hand the number of states is quite similar between the two
countries (11 in West Germany compared to 13 in Malaysia).




1.2, The Economic Justification of Local Authorities

Regardless of the concrete design of such a federation the above statements
should have illustrated that local authorities generally are justified from the
economic point of view, as they allow to cover special public functions with least
costs or respectively with highest efficiency. If one resumes the mentioned
arguments that support federalism with special reference to the local authorities,
the following advantages can be stated:’

- Public goods with diseconomies of scale can be produced most efficiently on
the local level, being the smallest regionally defined public agent. -- Thus for a
good with an increasing cost function (i.e. street lighting) the costs per unit
would be higher for a state, supplying, say, one million units of the good per
annum, or even for the federal state, supplying, say, 10 million of the good,
than for a local authority, supplying only 10.000 units.

- As "local knowledge is greatest at the local government level”? local authorities
are most capable to consider (regionally) differing cost factors and to vary the
production method according to the differing input prices. For the public
sector as a whole his will lead to lower overall production costs than a unified
production method applied by the unifederal level. -- Thus a local authority in
an urban area, where the wages are above average, could apply a more capital
intensive production process, whereas a local authority in a rural area with low
wages could apply a more labour intensive production process.

- Public goods with narrow regional benefits only affect the population within
smaller regional areas. If those goods are produced and provided by local
governments, also the decision costs are limited to the people within these
areas. If on the other hand the production competence for these goods would
be allocated to higher federal levels, many people would be involved in the
decision process about goods whose benefits would not affect them. This would
cause unnecessary decision costs. -~ If for instance the decision about a local
matter like the construction of a new drainage were allocated to the federal
level, unnecessary high decision costs would be caused both for the federal
administration, which would have to inform about the special local conditions,
and for all federal voters, which have to evaluate the investment decisions of
the federal administration through their vote in federal elections.

7 For a more detailed explanation of these advantages see i.e. FOSTER et al 1980, p. 39ff.
8 ADB-REPORT 1 1986, p. 49.




- As for public goods with narrow regional benefits the allocation of the decision
competences to the local governments assures that only those people are
involved in the decision process that are affected by the consequences of these
decisions, best fit with the preferences of the affected people is achieved. This
minimizes the frustration costs that necessarily appear with any majority
decision. -- Thus the public decision about the size and content of i.e. a public
library would rather match the preferences of the actual users, if only the
people living near this library were involved in this decision. Would the size
and content of the library instead be determined by a state or even by the
central level, the discrepancy between the decisions and the users preferences
(e.g. the frustration costs) would be higher.

Related to these economic amenities there are some additional advantages
of allocating competences to local authorities, which usually are considered as
political arguments, but also can be translated into economical categories:

- The willingness to participate in the political decision processes increases with
the chances to influence the results of these decision processes. Ceteris paribus
these chances are higher in smaller decision groups than in larger groups.’
Transferred to federative decision groups this idea implies that the degree of
political participation is higher on the local level than on higher federal levels;
e.g. on the local level more people are willing to articulate their political wishes
and targets and to influence and control the performance of their political
delegates. -- Put into economical categories this will lead to a higher efficiency
of the public sector as well as to a better fit between the preferences of the
population (voters) and the political output, e.g. to lower frustration costs.

? For a detailed elaboration see i.e. BUCHANAN/TULLOCK 1962; OLSON 1965; OLSON
1982,




- As the individuals’ welfare on the local level is directly determined by the
quality of the political decisions, people usually feel a higher responsibility for
local decisions than for state or national matters. Contro! and enforcement of
efficiency from the public therefore are stronger for the lower federal levels
(which in economic terms means lower production costs).

- Efficiency can especially be enforced, if the benefits of the provided public
goods are directly connected to the financing of the public expenditures, e.g.
the distribution of benefits equals the distribution of (tax) burdens. In this case
the demand for more public goods and services is counterbalanced by the
intention to limit the burdens of public revenues. As such an equivalence can
more easily be achieved on the local level, this balancing mechanism works
best, if a great share of the public goods are provided by local governments. --
In economic terms this feature can be regarded as a mechanism which adjusts
the results of the political decision process to the people’s preferences, e.g.
minimizes frustration costs.

Although some of these amenities of decentral decision making can be
achieved best, if there is direct political participation on the local level, they
generally remain true, if the preferences of the population within the local
councils are articulated only indirectly or/and derived by the public
administration. Especially the possibility to assign the production competences
according to specific production minima is independent from direct political
participation; it also can be achieved by a "well informed" administration. Other
amenities of federalism, especially the minimizing of frustration costs, take best
effect however, when direct political articulation of preferences, i.e. via local
elections, is possible.X

1.3. The Statutory Functions of the Local Authorities in Malaysia

The federal design of Malaysia generally accords to the above mentioned
economic considerations.! There are three federal levels, the local councils, the
states, and the central state. The local level at present consists of 75 municipal
and 15 district councils and the Federal Territory of Kuala Lumpur, after the
territorial reorganization of the local councils, which was started in the mid
seventies, almost has been completed.””> On the state level there are 13 states

10 For this reasons the respective statements of the Royal Commission of Enquiry to Investigate
into the Workings of Local Authorities i West Malaysia, Kuala Lumpur 1970 (from now on
quoted as NAHAPPAN-REPORT 1968), Chapter VIII, still can be supported completely.

1 For a detailed description see e.g. TUN MOHAMED SUFFIAN ET AL 1978.

12 As a result of the reorganization, the number of local authorities was reduced form 370 to 90.
NIK HASHIM IBRAHIM/MOHD. YAHYA NORDIN 19384, P. 149FF.; LENZ 1936;
Uchimura/Kahnert/Motte: Malaysia Municipal Services Review Mission, Final Aide Memoire
(from now on quoted as WORLD-BANK-REPORT 1988), mimeo., Kuala Lumpur 1988, p. 3f.
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(Johore, Kedah, Kelantan, Malacca, Negeri Sembilan, Pahang, Penang, Perak,
Perlis, Sabah, Sarawak, Selangor and Trengganu). From them, the West
Malaysian States Sabah and Sarawak are granted special constitutional rights,
that generally give them a higher independence from federal decisions.” -- In
addition there are several functionally defined public agencies, like the National
Electricity Board (NEB), the Public Works Department (JKR) and the
Employees Provident Funds (EPF)."

The constitution de jure allocates the federal levels’ competences in a way
that takes effect of the mentioned amenities of federal decision making: Both
the states and the local councils have considerable legal competences. For the
local councils these competences in detail are regulated by three laws, which
were enacted during the mentioned regional re-organization of the local level in
the mid seventies:

- the Street, Drainage and Building Act (Act 133), 1974, which empowers local
governments to construct, maintain and repair public streets and back lanes,
public sewers, sewage treatment plants, drains and water courses within their
areas of jurisdiction,

- the Local Government Act (Act 171), 1976, which sets out the powers,
organization and operation of both municipal and district councils, and

- the Town and Country Planning Act (Act 172), 1976, which provides local
governments the authority to regulate, control and plan development and use
of all lands and buildings within their respective areas and sets out a
framework for physical planning, requiring the local governments to prepare
structural and local plans which have to be approved by the State Planning
Committee.

According to this legislative framework, the local authorities may acquire,
establish, erect, maintain, supervise and control all matters on the local level.16
From this they have the power i.e. to perform urban planning and management
functions, act as a traffic management and control authority, plan and provide
public utilities and amenities, construct markets, hawker stalls and commercial
complexes, undertake public building and housing construction, and act as a
licensing authority.!’

13 For the special (financial) arrangements, the Malaysia constitution provides for Sabah and
Sarawak, see A. BIN AYUB 1978, p. 314ff.

" For a description of the main public agencies in Malaysia see e.g. the MALAYSIA
YEARBOOK 1988, Kuala Lumpur 1988, especially pp.316ff., 541ff.

15 WORLD-BANK-REPORT 1988, p. 3f.
16 L ENZ 1986, p. 8.
17 NIK HASHIM IBRAHIM/MOHD. YAHYA NORDIN 1984, p. 156.
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The WORLD-BANK-REPORT 1988, p. 3, distinguishes between
"regulatory” and "additional" functions. The first group includes:

(a) Public Places: establish, construct and regulate any open space, parking
place, garden, recreation and pleasure ground set aside for public use;

(b) Public Health and Sanitation: control pollution of streams; establish sanitary
services for removal and disposal of hightsoil, rubbish, litter and all kinds of
refuse; establish public lavatories; establish, let, manage or control market
buildings, shops, food stalls; establish and operate abattoirs, cold storage and
meat inspection depots; pass by-laws regulating dumping of waste and
preservation of public health;

(c) Fire Services: establish and operate a fire brigade; and

(d) Burial Places, Crematoria and Exhumation: tegulate burial and burial
grounds.

As additional functions, many of them being developmental in nature, are
mentioned:

(a) Commercial Operations: establish and operate car parks and public transport;
build shops, houses and flats for sale or rent; make loans to residents and
local government employees for the purchase of housing and industrial and
commercial buildings; develop and sell industrial estates; and

(b) Social Services: establish and regulate, among others, public parks, gardens,
swimming pools, gymnasia, community centers, public libraries, art galleries
and museums, and public baths; establish and ambulance service; establish
and operate public clinics.

This catalog of the local authorities’ competences is sufficiently wide. The
Malaysian legal framework in this regard therefore is adequate and in
accordance with the above arguments, that were made in favour of a broad
definition of the local authorities’ competences. It also is similar to the
respective legal arrangements of other federal countries.

With regard to the competences of the local authorities, the Malaysian legal
framework, however, has two severe deficiencies. First of all there is no clear
distinction between mandatory functions, e.g. functions which necessarily have
to be provided (at least on a minimum level) by all local authorities, and
discretionary functions, e.g. functions that may be covered by the local
authorities according to their financial capabilities. Because of this the degree to
which the legal functions of the local governments can actually be fulfilled,
depends extremely on the financial arrangements, that determine the local
governments’ revenues. Once these arrangements are insufficient (as will be
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shown below), the legal catalog of the local governments’ functions becomes
superfluous.

Secondly the states in Malaysia have unusual strong rights to control the
local governments. As the constitution provides for the organization of local
government and most municipal services to be a state responsibility (Para. 4 and
5 of the 9th of the schedule the constitution), local government in the view of the
constitution actually is a state creation.!® This means that the state governments -
and to a certain degree also the federal government’ - have considerable
legislative powers to control their local authorities, This contains the risk that
the competences the local governments are granted de jure, de facto again are
restricted - this time by the states, which by an extensive strain of their control
rights do not leave the local governments the autonomy to cover their legal
competences.

1.4. Actual Deficits of the Local Avthorities’de facto Functions

Compared to the legal framework of the local authorities’ functions, which
apart from the mentioned deficiencies are proper in general, the local
authorities de facto cover their functions comparably bad. Emphasized already
by the NAHAPPAN-REPORT 1968, which in spite of its early publishing still is
most informative, this evaluation always has been confirmed by several follow-
up reports.?? Also actual studies come to this negative conclusion. LENZ (1986,
p. 43) states that "inspite of the introduction of modern legislation about 10 years
ago, and of larger structural units mainly from the mid-1970’s to 1980, it appears
that most local governments are incapable of running an organized economy."
The WORLD-BANK-REPORT 1988 (p. 5) comes to a similar evaluation, when
it points out that "while the Local Government Act allows the local authorities to
perform this wide range of activities, most of them (especially the district
councils) in reality are not able to carry out many of these functions due to
financial and administrative constrains." Also recent publications of the
Government admit this basic deficit in the Malaysian public sector performance.

18 NIK HASHIM IBRAHIM/MOHD. YAHYA NORDIN 1984, 5.152,

19 The constitution gives advisory and control functions to the Federal Government: Article 76
(4) gives the Federal Government the power to legislate with the aims of coordinating the
formulation and impiementation of all laws, by-laws and policies adopted by the respective local
authorities. In addition, article 94 (1) also provides that the Federal Government may advise and
give technical and financial assistance to ensure the development of the local authorities. See ibid.

2 See i.e. the Report of the Committee to Study the Implications of the Report of the Royal
Commission of Enquiry to Investigate into the Workings of local authorities in West Malaysia,
Part I {from now on quoted as NOH-REPORT _1), Kuala Lumpur 1971; Report of the Committee
to Study into the Question of Equitable Distribution of National Revenue to local authorities, Part
I, Report of the Committee (from now on quoted as NYAN-REPORT _1 1977), Kuala Lumpur,
1977, p. 28ff.
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A recent study of the Asian Development Bank and the Government of
Malaysia? for instance mentions that at least most of the District Councils "are
weak in all ... respects and ... depend very heavily on assistance from other public
agencies."

We believe that the main cause for this discrepancy between the broad and
strong role, the local authorities are to play according to the legal settlement,
and the narrow and weak role they actually do play, is the insufficient local
revenue base. The only considerable local tax is the property tax (assessment
rates), which is calculated on the basis of the annual or improved value of
immobile properties. Apart from its high and inadequate regional variation,??
this tax base cannot yield the revenues which the local authorities need to cover
their legal functions.® -- Fees and charges, the second biggest type of local
revenues, by nature cannot yield the local authorities’ lacking resources, too.
Although many Councils might be capable to raise higher fees and charges,?
these possibilities are limited, as fees and charges only can be imposed on
special services and according to the utilization of these services.

Taken all together, the revenue base of the local level - as well as by the way
the revenue base of the states® - is much too small. Instead only the federal
government is vested with the power to obtain all major revenues, such as the
income tax, licences from motor vehicles, customs duties and sales tax. These
financial arrangements have lead to a very "centralized"® distribution of
revenues between federal, state and local level. In 1987 for instance, only 4,7 %
of the total revenues were collected by the local authorities. With the states’
share of 17.2 % the dominant part of the revenues was received by the federal
government (78.1 %) (see table 1).

21 Asian Development Bank and the Government of Malaysia: Urban Development Policy and
Programme Study, Malaysia, Final Report, Volume 1, Policy and Programme Framework, Kuala
Lumpur 1986 (from now on quoted as ADB-REPORT _1 1986), especially p. 18ff. and p. 34ff.

Z See below, chapter 2.

2 Furthermore this insufficiency increases in the time being, as the properties are a comparably
inflexible tax base, which grows less than most other tax bases (like income or sales) and usually is
re-evaluated only with a considerable time lag.

4 See e.g. the respective proposals by LENZ 1986, p. 14ff. and 68ff., and by the WORLD-
BANK-REPORT 1988, p. 24ff.

25 without being able to evaluate the states revenue system here, it shall be mentioned only, that
also the states are lacking a sufficient revenue base to yield their necessary revenues. The only
considerable revenue item for the States is from land, mines and forests, from licences and form
water supplies and drainage and irrigation water rates. See for a more detailed description and
evaluation of the states revenues e.g. ABD. BIN AYUB 1978, p. 307ff.

% g comparisons are made between Malaysia’s financial arrangements with those of other
federal systems such as those of the United States, Canada, and Australia, it will be noted that the
Malaysian system is a very strongly centralized one." Ibid, p. 306.
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Table 1:
Revenues of Federal, State and Local Government, 1987,
in Million M$ and in %

Local State Federal Total
abs % abs % abs. x abs %
1,043 [(4,7) 3,796 | (17.2) 17,278 | (78.1) 22,117 | ¢100.0)

Source: Economic Report 1987

This share of revenues is extremely low also compared to other countries,
which have a federal structure comparable to the Malaysian one. In West
Germany, Switzerland and the United States of America for instance, which also
have a three-tier-structure, about one third of the public revenues go to the local
level, in Canada the respective share is about 25 %; and even in France, which is
rather centralized, the local authorities receive about 17,5 % of the national
revenues.?’

This centralized distribution of revenues of course is reflected in the
distribution of the levels expenditures (table 2): Here the local levels’ share is 5
%, both of the operational expenditures and the net development expenditures,
If one compares this small share of expenditures to the broad catalog of
statutory functions, the large gap between the local levels’ de jure and de facto
status becomes obvious. With the available resources, only a fraction of the
statutory functions can be fulfilled.

%7 Figures for 1970. See POMMEREHNE 1977, p. 311. For a comparison of the proportions of
local revenues and expenditures in different federative countries see also ACIR 1981.
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Table 2:
Expenditures of Federal, State and Local Government, 1987,
in Million M$ and in %

Local State Federal Total

&

Operationel 1,275 3,419 20,793 25,487
Expendi ture 5.0% 13.4 % Bt1.6 % 100.0 %

Net Developm. 462 2,515 6,192 9,169
Expenditure 5.0 X 7.4 % 67.6 % 100.0 %

Oper. & Net 1,737 5,934 26,985 34,656
Developm. Exp. 5.0% 17.1 % 77.9% 100.0 X

Source: Economic Report 1987

As the insufficient local revenue base has consequences in many regards, it
also is the actual cause for many other factors, which are considered as
explanations of the local authorities’ weak performing, i.e. the shortage of
manpower, the low image, the local authorities have within the public and
private sector, the interferences of politicians, and the competition from various
government agencies and statutory bodies.®

- The shortage of manpower, that often has been reproached the local
authorities, mainly is caused by the insufficient local revenue base. Of course
local authorities cannot fulfill their functions properly if they lack the staff in
the technical and professional cadres and to improve the staff’s qualifications
by means of the necessary training courses.

- Also the low reputation of the local authorities within the public and private
sector is at least partly due to their weak financial position. If the public’s
experience with the local authorities’ performance and output - due to the
mentioned restrictions - is low, it cannot surprise, that the local authorities
have a low image. From the same reason it is understandable that also many
people, who work in the public sector, perceive the local governments as being
the "lowest" tier of government not only in the federal hierarchy but also in
importance and quality of their tasks. Here again however, the unfair
distribution of financial resources is the true cause of their low image.

% See ¢.g. CHEE/PHANG/YAHYA 1988, p. 49ff,
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- That politicians frequently attempt to influence the local govermments’
administrative decisions partly is also caused by their shortage of qualified
staff and their low image - e.g. finally again by their weak financial resources. A
local administration being equipped with sufficient financial and personal
resources would be more qualified (and self-confident) to withstand these
attempts of political interferences.

- If one looks at the competition from various government agencies and
statutory bodies as another pretended cause of the local authorities’
difficulties, one can even better see the real direction of causality: Actually the
local governments’ revenue base has not been cut because of the overtake of
competences by those new government agencies and statutory bodies, but on
the contrary the competences of those agencies have been enlarged because of
the local governments’ unsatisfactory fulfillment of their statutory functions.
The pretended reason for the local authorities’ difficulties actually again is
caused by the insufficient revenue base.

These examples illustrate that the insufficient revenue base is the main cause
of the local levels’ present malaise. Once this cause is abolished by adjusting the
revenue distribution to the distribution of competences, also their shortage in
manpower, their low image and the permanent threats of politicians’ inferences
and competitive agencies would diminish. The request for "a redistribution of
the national resources so as to ensure for the local authorities a fairer share of
the nation’s wealth", which has been formulated in a memorandum from the
then Ministry of Local Government and Environment,® thus only can be
repeated here: "Finance cannot be divorced from the other aspects of local
government, it is central to the true meaning of local government. If local
government is to effectively administer its services to the people, then it must
have a greater share of the national revenue than what it had higherto."

The development in Malaysia in the past took an opposite direction: The
revenues of the local authorities were not raised, but their (de facto)
competences were cut continuously. This was done either "indirectly”, e.g. by
strengthening the states and federal control of the local authorities’ decisions, or
directly, e.g. by completely overtaking some of the originally local competences
by the states or the federal state. Additionally some competences were delegated
to existing or nmewly founded special agencies or to the private sector
(privatization).

® Memorandum from the Ministry of Local Government and Environment to the Local
Government Finance Committee Headed by the Y.B. Deputy Minister of Finance to Consider
Ways and Means of Augmenting the Sources of Revenue of Local Authorities, published as
Appendix 3 of the NYAN-REPORT 1977 (pp. 78fL.).

* Ibid, p. 79.
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Whereas the enlargement of the local resource base would have improved
the efficiency of local government, this strategy had opposite results:

- As the cutting of competences lead to a reduction of the public servants
opportunities and also affected their motivation for responsible and qualified
performance, the shortage of manpower on the local level rather was increased
than decreased; especially as this encouraged the best qualified staff of the
local councils to move to other public agencies.

- The already low reputation of the local councils both within the private and the
public sector got even worse because of the narrowing of their competences
and the drift of the best qualified staff.

- Recognizing the low reputation of the local authorities, the insufficient
qualification of its staff and the permanent reduction of its competences,
politicians were encouraged to intensify their inferences, which further
weakened the local councils’ chances for a proper administrative behavior.

The chances of the local authorities to fulfill their narrowed competences
satisfactorily therefore rather decreased than increased. As this in return
confirmed the popular opinion, that a widening of the local revenues would be a
waste of money, as the local councils were not able to spend the money
efficiently and effectively anyway, the past development of the local level in
Malaysia can be described as a typical vicious circle: Once the development goes
into the wrong direction, it is reinforced automatically.

In our opinion this vicious circle has lead to severe deficiencies of the local
level, which jeopardize the capability of the whole Malaysian public sector:
There are too many different public agencies without clear functions and
competences and there are too many control competences of the state and
federal level, causing double work for the public sector and paralyzing the
initiative of the local sector, the willingness of the local population to participate
in political matters and to articulate their preferences. Summed up in the
introduced economical categories, there are too many competences at the
central level, causing unnecessary production, information and frustration costs.
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1 nsequence I: Decentralizing the Publi tor

by Improving the Local Authorities’ De Facto Functions

L5.1. Local Revenues as the Key Variable
for Improving the Local Authorities’ De Facto Functions

The above remarks should have made clear that the theoretically correct and
practicably most effective way of enabling the local councils to cover their
statutory functions is to increase their revenues. Only if the distribution of
revenues accords to the distribution of the statutory competences, the latter
satisfactorily can be fulfilled.

Although the redistribution of money within the public sector is the key
variable, complementary measures have to be undertaken, too. The insufficient
manpower of the local councils for example not only is caused by their lack of
resources, but also by inadequate regulations concerning earnings and pensions,
that hinder a free and competitive exchange of staff between the different public
agencies.”® Therefore it cannot be expected that the adjustment of revenues
solves all deficiencies of the local sector.

Similarly the comparable low image of the local authorities cannot be
improved only with the increase of resources. To expect this would mean to
neglect all other factors, first of all the traditionally weak role that was granted
to the local authorities in Malaysia ever since.® Besides the adjustment of
resources therefore also other measures have to be undertaken, in this case for
instance the propagation of the local level as being equally important - in some
regard even more important™ - than the other federal levels. Thus here again
money is probably the most important, but not the only determinant.

3 v in the longer term the local authorities need to attract better calibre staff and the

conditions have to be such that carier prospects are attractive. Unifying the local authority service
into a state level service would seem to be a necessary first step in achieving the required attractive
career structure.” (ADB-REPORT _1 1986, p. 48).

32 According to ABD. BIN AYUB 1978, p. 305, this "centralized” distribution of financial power
at least partly can be explained by the traditionally strong role, the central level played in Malaysia
at all times.

% This opinion i.e. is expressed by the WORLD-BANK-REPORT 1988, p. 7: "While statistically
the local authorities may only be a small part of the overall government structure, many of their
activities directly impact the daily Lives of their residents. The people will not feel the effect of
national defence or foreign policy in their lives but will be very upset if their homes are flooded or
their garbage is not collected. Similarly, most people will not have to pay national taxes in person,
i.e income tax, export and import duties are collected at the source. However, they will be required
to go to the local aathority to pay their property tax or obtain a business licence. People will have
more direct contact with local authority staff than with those in the State and Federal
Governments. The Jocal authorities are therefore the "froatline” of government”,
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As it also is true that at the moment many local authorities - regardless of
the causes - are not yet prepared for the complete fulfillment of all of their
statutory functions, it must also be admitted that for an intermediary time period
the enlargement of local revenues may decrease the overall efficiency of the
public sector: In the beginning mismanagement or, in other words, a waste of
public money will be not be unlikely. To limit this "waste” the local governments
revenues should only be increased gradually and with parallel assistance and
advice by the states, the federal government (here especially the Ministry of
Housing and Local Government)®, and the National Council of Local
Government.

1.5.2. The Trade Off between the Pace of Decentralization
and the Transitory "Waste" of Public Resources

On the other hand this may not lead to the same degree of control and
tutelage, that in the past has been imposed on the local authorities. Instead they
must be released from the central tutelage steadily. The sooner the paralyzing
control is abolished and the sooner the local councils are enabled to fulfill their
statutory functions on their own (financial) responsibility, the sooner they will
elaborate the capabilities to do this as efficiently and - using their advantages of
decentral informations - finally even more efficiently than the higher federal
levels.

The pace, by which the local revenues are increased, therefore has to be
determined in a trade-off decision. The faster the enlargement is performed, the
higher will be the intermediate inefficiencies; on the other hand however also
the local authorities will be able to improve their personal capacities and to gain
the experience that is necessary for a efficient administration.

Prima facie it seems, that in a developing country like Malaysia, the wasting
of public money by "learning" local authorities should be minimized, as public
resources are still missing for many elementary tasks. From this point of view,
the mentioned trade-off would have to favor a slow speed of enlarging local
revenues. On the other hand a faster enlargement seems reasonable, if the
potentials of viable local authorities, especially their development function,
which also has been stressed in Malaysia, are taken into account.®® As these
advantages only seldom are perceived and hardly can be quantified, whereas

3 See VELOOQ, n.d.,, p. 9.

5 The delevopmental function of local authorities already has been mentioned in the NYAN-
Report 1977, p. 3. See also the strong emphasis, which is laid on the developmental function of the
local authorities by the ADB-REPORT 1 1986. Also The WORLD-BANK-REPORT 1988 (p. 9)
refers to this point, when i mentions that "there can be little doubt the these tight controls hamper
the development of financial responsibility in the local authorities and stymie their emergence as
dynamic development agents as envisaged by the legislation.”
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mismanagement and waste of money of local governments frequently can be
recognized and quantified, there is a certain bias that prevails the optimal trade-
off. Maybe this bias explains, why also in Malaysia the strengthening of the
financial position of the local councils is not performed with the desirable speed.

1.5.3. Intergovernmental Transfers
as a Second Best Solution of Decentralization

Besides the question of adjustment pace, the method of adjustment has to be
chosen. Here the first best solution is the enlargement of the local revenue base.
This means that eigher some of the existing revenue bases (especially tax bases)
have to be devoted to the local councils or new revenue bases have to be defined
in favor of the local councils. As the overall revenue burden in Malaysia already
is high and new revenues could weaken the capability of the private sector,
presumably only the first method, e.g. the re-assignment of existing revenue
bases from the federal to the local (and state) level, will be practical.

Such an enlargement of the local revenue base would generate a direct link
between the administration quality of the local authorities and the size of the
local revenue base and ceteris paribus (e.g. with equal fiscal stress) the amount
of local revenues. Local authorities for instance, which strengthen their local
economy by a proper management of their local services and by a long-sighted
exercise of their developmental functions, would directly be rewarded with
higher revenues. On the other hand, mismanagement of the local authorities
would directly be punished, as it would weaken the local economy, the local
revenue base and thus the local revenues. This system of direct incentives and
disincentives would (again presumed the quality of the local administration were
assured by the above mentioned financial and non-financial remedies) lead to
the best local administration possible, to the usage of the specific regional
advantages (principle of comparative costs) and thus to a maximal economic
output within every region (local authority) and within the country as a whole.
Besides this allocative advantage, an enlargement of the local revenue base
would be the first best solution also from the distributive point of view, as it
would leave the fruits of better economic achievement within the regions, in
which the economic resources are produced.®

% These advantages of tax sharing however presuppose, that the revenue base actually mirrors
the quality of the local administration and the efforts of the population within the local authorities.
In other words it must be assured, that the local revenue base does not render revenues arbitrarily
or according to criteria, which are not related to regional efforts and output. As the present local
revenue base in Malaysia also in this regard is far from being perfect (see next paragraph), also
from this point of view an enlargement of the local tax base would be the best solution, as it would
allow to correct some of the qualitative defects of the present local revenue system.




From these reasons we strongly support an enlargement of the local tax base.
For Malaysia the most convincing suggestions of this kind have been made by
the NAHAPPAN-Commission (NAHAPPAN-REPORT 1968, pp. 241£f.), which
- although being formulated more two decades ago - still are true entirely. On
later occasions, i.e. on the regional seminar on Local Government Finance, held
in Kuala Lumpur and Penang from 5th to 17th August, 1974,* or on the First
National Seminar on Local Government, 30th June - 4th July, 1975,® these
demands have been repeated.

Also the NYAN-REPORT 1977 (Appendix 3) supported the extension of
the local tax base and even elaborated the suggestions of the NAHAPPAN-
Commission. Considering only taxes that 1. "are essetially local in nature”,” and
2. "are made possible because local authorities have contributed in terms of
provision of infrastructure and services", the NYAN-REPORT identified as
"revenues which local government could have a share":

1. income taxes,

2. road tax,

3. excise duty on motor vehicles,

4, taxes on tobacco, cigars and cigarettes,

3. taxes on liquors,

6. service tax,

7. taxes and excise duty on electrical appliances, and
8. entertainment tax.*!

A detailed discussion of this proposal and its substantiation*? would extend
the range of our study; it also would be superfluous as the experience with those
suggestions have shown, that in Malaysia there are strong political reservations
against a qualitative enlargement of the local tax base from the federal
government; and that the decentral powers in this country at present are much
to weak to put this solution into existence. The NYAN-REPORT 1977 (p. 30)
for instance had to realize, that "the representatives from the Tresury disagreed
with the concept of tax-sharing as mooted in the (above mentioned, M.K.)
Memorandum on the ground that if this principle of local sale and consumption
is used as the basis then every form of Federal revenue will be subject to be
shared by Local Government. The Treasury is of the view that if this concept of

3 NYAN-REPORT, Appendix 3, p. 85.

3 In his Opening Address at the First National Seminar on Local Government, 30th June - 4th
July, 1975, Tun Abdul Razak suggested to "look into the question of revenue sharing ar tax sharing
base closely, and arrive at a fair solution to all parties concerned.” (Quoted from ibid.)

¥ Ibid,
0 Ibid.
! Ibid.
“2 Ibid., pp. 86ff.
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tax-sharing is accepted than it will be tantamount to a surrender of federal
rights. Furthermore, even the Federal Government could not consider tax-
sharing with the State Governments, hence it could not alos consider tax-sharing
with Local Government.”

Although these objections are not substancial but only stem from the already
critizised perception of the federal level as superior to the other federal levels I
and of the federal services as more important as the states and local services, the
NYAN-Commission finally had to agree "to discard the concept of tax-sharing as
a basis for providing financial aid to the local authorities, but at the same time ...
recognised and accepted the fact that the Federal Government should provide I
financial assistance to the local authorities.™

As we believe that the political chances of revenue sharing today are not
much better than during the investigations of the NYAN-Commission, we adopt
this strategy. E.g. similar to the NYAN-commission the redistribution of |
resources within the public sector by means of intergovernmental transfers, is
suggested as a second-best solution. For this solution, the political chances of
realization seem to be higher, as the federal government does not ultimately
loose control of (shares of) its revenue bases.

It should be emphasized however, that this pragmatic sacrifice does not all
mean that the Malaysian local revenue system in its present form should be
accepted. The proposed system of intergovernmental transfers only is suggested
as a pragmatic second best solution, that only is necessary as long and as much
the first best solution, the enlargement and systematic improvement of the local
revenue base, can not been achieved.

1.5.4. The Role of the States within the Decentralization Process

According to the subject of the study, the advantages of decentralization
primarily were stressed with regard to the local level. From there the proposal of
shifting resources from the federal to the local level was derived. Of course the
arguments for decentralization mutatis mutandis are true however for the state
level, which in Malaysia suffers a similar shortage of revenues as the local level.
From this point of view also a critical evaluation of the states present de facto
competences would be worth while. It probably would prove that a shift of
competences and resources in Malaysia not only is necessary from the federal to
the local level, but also to the state level. Decentralization then would require a
twofold downward shifting of resources both to the local and the state level.

43 NYAN-Report 1977, p. 30.
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According to its purpose, the study at hand only deals with the first
component of this twofold downward shifting, thus excluding the justification,
the degree and the possible methods of downward shifting to the state level¥
Nevertheless, the states cannot be ignored completely, as they could be involved,
if decentralization (of revenues) only were restricted to the local level:

1. In many federal states, decentralization usually implies downward shifting of
resources from the states to the local authorties. Here the states obviously are
involved into the decentralization process, as their revenue share is reduced in
favor of the local level.

2. A second form of decentralization consists of an "indirect" downward shifting
of resources from the federal level to the local authorities via the states, e.g.
the states receive resources from the federal level, which they than have to
forward to their local councils. Here the states prima facie are only involved
as a paying office. A closer look shows, however, that this method can
strengthen their federal power, as forwarding of the federal resources can be
combined (legally or illegally) with control powers towards the local councils
or as the federal resources (illegally) are not at all forwarded to the local
authorities.

3. Only if the resources are directly transfered from the federal to the local level,
the states are not involved at all, thus having to possibilities of controlling the
forwarding of federal transfers or keeping them back.

In Malaysia the first solution obviously is not appropriate, as it would further
weaken the states’ revenues, which - comparatively to the federal government -
already now are too small.*® In the remaining choice between the second and
third possibility at first sight the direct transfer from the federal to the level is
superior, as this solution minimizes the administrative costs of payments, and
excludes the risk that the states connect the forwarding of the transfers to
inappropriate conditions or do not forward the grants at all.

u Generally this argumentation would have to follow the lines that in the study at hand are
applied for the local level. E.g. firstly the amenities of an intermediate federal level (states) would
have to be proven, secondly the optimal size of this level would have to be specified (by minimizing
the production, decision and frustration costs), and thirdly eventually gaps between the optimal
and the actual size of the states competences would have to be abolished by adjusting the states
revenue base or by intergovernmental transfers respectively. Also here the adjustment of the
revenue base would be the better solution.

45 Some State Governments are not providing any financial aid to the local authorities. One
reason for this is that most of the State Governments are themselves in a weak financial position.”
NYAN-REPORT 11977, p. 28.
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On the other hand in many countries direct intergovernmental transfers
from the federal to the local level are not possible because of constitutional
restrictions. This also could be true for Malaysia, whose constitution - by the way
similarly to West Germany - regards the local councils as part of the states.
However this question would need further investigation from the judicial point
of view and shall not finally be answered here.*

Even if a direct transfer to the local councils would be in accordance with
the constitution, there are some economic arguments, that support a two-step-
transfer, allowing the states to forward the federal grants to their local councils
according to other criteria or even to keep the transfers for other purposes. The
assumption behind this position is the believe that - according to the reasons
which above were mentioned for the local level - a decentral decision structure
would lead to better allocative results than a central decision structure (or could
render the same quality of allocative decisions with fewer decision costs,
respectively).

If one shares this decentralistic point of view, the states indeed are more
capable to evaluate their own financial situation and the financial situation of
their local councils than is the federal government. Therefore also the decision
to keep federal transfers for states’ purposes and not to forwarding them to the
local authorities should be left to the states’ decision. Under these assumptions it
also were appropriate, if the states would not forward the federal grants
according to same criteria, which were applied by the federal government, but
would modify the (horizontal) distribution by applying different criteria. (Thus
some local councils would receive only parts of the grants dedicated to them by
the federal government, whereas others perhaps would get higher grants than
those, being dedicated to them.)

Even if a direct transfer to the local authorities is allowed by the
constitution, there thus are some economic arguments for an indirect, two-step
transfer, that enable the states with the freedom to modify and keep back
federal transfers. If this freedom is given completely, granted partly (by imposing
some basic regulations on the states) or denied at all (by directly passing the
grants to the local authorities or by enforcing its complete and unconditional
forwarding through the states) depends on the evaluation of the qualities of the
alternative decision structures.

4 The NYAN-REPORT 1 did not investigate this problem sufficicntly. It only suggested "to
channel money to the local authorities without prejudice to the state’s rights under the
Constitution," That a direct channeling of moncy from the federal to the local actually meets this
requircment, however, was not substantiated.
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With regard to these considerations, the transfer system that is suggested in
the following chapters is comparably centralistic, as it determines the grants for
the local authorities according to a uniform grants formula or - in other words -
from the central governments point of view, without giving the states a chance to
modify the grants formula. This solution therefore cannot consider
particularities between the (local authorities in) the different states, as they
could be taken into account, if the grants formula were separately formulated for
each state.

We admit, that our proposition in this regard is not in complete accordance
with the ideas of welfare economists, as they have especially been developed by
the theory of fiscal federalism.*” We nevertheless favor this proposition with
attention to the chances of political realization: The experiences in many federal
countries confirm that the willingness of granting intergovernmental transfers is
higher if the donors can completely determine the transfer process, preferably
even the purposes, for which the grants are spent. From this perspective the
federal government hardly would be willing to grant a considerable share of its
resources to the local authorities, if it not even were assured that the local
authorities receive the money according to the federal governments conception.

If despite of this pragmatic consideration it should be preferred and possible
that the grants formula reflects peculiarities between the different states, the
proposed solution easily could be modified in this regard. The components of
the grants formula then only would have to be adjusted or supplemented by
other, states specific components. The proposed concept as such would not be
affected by those modifications. For is reason it also is not important whether
the grants are transferred directly from the federal to the local level or are
indirectly channeled via the states. Even the reduction or modification of federal
transfers, which were likely in the latter case, would not violate the general
structure of the proposed solution. It only would introduce another element of
(vertical) federative allocation. The question of direct or indirect transfer
therefore needs not to be determined but can be left to the politicians’ decision.

1.5.5. Decentralization and the Overall Efficiency of the Public Sector

Last but not least it should be mentioned, that the downward shifting of
revenues may not lead to higher expenditures for the public sector altogether.
Instead it is meant to be a budget neutral solution, which only shifts resources
from one (central) level to another (local) level. This condition should be
emphasized, as any decentralization concept that leads to higher public
expenditures also would require higher public revenues, e.g. would cause a
higher revenue burden for the private sector. This, however, should not be

7 For a good introduction into the theory of fiscal federalism see for instance OATES 1972.
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tolerated in the present economic situation of Malaysia, in which higher taxes
would be an disincentive for personal efforts and would weaken the efficiency of
the private sector.

This cost neutrality only can be accomplished, if the downward shifting of
revenues is accompanied by a similar downward shifting of competences: At the
same time as and to the same degree the local authorities overtake revenues
they must overtake functions from the central government, e.g. every dollar that
is spent because of the enlargement of local functions has to be saved by an
equal reduction of federal functions.

In the long run the decentralization of revenues should even be cost-non-
neutral in the positive sense: As it will improve the overall efficiency of the
public sector, the present standard of public services in the long run can be
provided with less expenses, e.g. with smaller expenditures for the public sector
and with a smaller revenue burden for the private sector. Also in this regard the
described vicious circle, that lead to a decreasing efficiency of the local
authorities and of the public sector in general, could be reversed.
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2. The Imbalanced Horizontal Distribution of Own Revenues
within the Local Level

2.1. Characteristics of a Proper Horizontal Distribution of Own Revenues
within the Locgl Level

Among the theoretical requirements for a proper local tax system®® a
horizontal distribution of revenues that fits the local authorities’ "fiscal needs" is
among the most important. This requirement means that the local authorities
are equipped with a fiscal capacity, e.g. with a revenue base, that enables them
to yield revenues according to the amount of their local functions (see figure 4).

Figure 4:
Balance between fiscal capacity and fiscal need
as requirement of a proper system of local finance

Functions of local authority Revenue base of local authority
(plus "fiscal stress")

' v

Fiscal need of local authority | = | Revenues of local authority

As the functions of local authorities may vary according to their legal
status,* their centrality, their population density, their location in urban or rural
areas and other "need factors",”® and as the factor costs may vary, also the
resources to cover those local functions (“fiscal need") will differ between the
local authorities. A local revenue base thus is not proper if it leads to equal
revenues (per capita), but if it leads to revenues that vary according to the local
authorities’fiscal need. Local authorities which because of special functions
(centrality) and/or higher input costs (topographic disadvantages, diseconomies
of scale etc.) have a higher fiscal need (per capita), also have to be equipped
with a larger tax base that allows them to yield respectively higher (per capita)
revenues. In other words, a proper local revenue base has to correlate closely
with the fiscal need of the local authorities.

8 For a list of theoretical requirements see i.e. the Committee of Inguiry into Local Government
Finance, 1976 (from now on quoted as COMMITTEE 1976).

YIn Malaysia e.g. as District Council, Municipal Council and Town Council.

0 For a more detailed discussion of probable need factors of the local authoritics see chapter
23,

27
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It needs to be assumed, that this relationship is fulfilled under the ceteris
paribus condition of an equal "fiscal stress", e.g. the revenue base of a local
authority must fit its fiscal need if (and only if) the revenue base is exploited on
an average scale. (With regard to taxes this for instance means that the local
authorities must be able to collect sufficient tax revenues on an average tax
rate).”! From this reason it also is not quite correct, when in the local finance
literature sometimes a fit between a local authority’s fiscal need and its revenues
is requested: The correct requirement is a fit between its fiscal need and its
revenue base, e.g. its fiscal capacity.

To establish such a fit is one of the central problems of local finance.
Because of the variability of local functions there seems to be no single tax base
that can generate a sufficient relationship. The local tax system in most countries
therefore consists of a bouquet of taxes, each correlating with one component of
fiscal need.®? In West Germany for instance the local authorities receive tax
revenues from:

1. the land tax, which correlates with the local authority's fiscal need for housing
estates and farming;

2. the property tax, which correlates with the local authority’s fiscal need for
industrial enterprises, especially for the necessary business oriented
infrastructure;

3. parts of the income tax, which correlates with the local authoritys fiscal need
for its population, like population oriented services and infrastructure,

4. several taxes with a local tax base, like a tax on entertainment, on hunting and
fishing, and on dogs, which correlate with special local services.

Even with such a broad and heterogeneous tax base a perfect horizontal
distribution of the local authorities’ fiscal capacity hardly can be achieved. At
least for some local authorities there still remains a "fiscal residuum”, e.g. a
(positive or negative) difference between fiscal capacity and fiscal need (see
figure 5). From this reason even in countries with an elaborated and broad local
tax base there usually is a correction process that tries to abolish or diminish the
fiscal residuum by means of so called equalizing grants.

5! Variations in fiscal stress in this ideal system thus are no means to correct a too low revenue
base (by applying tax rates above average) or a too high revenue base (by applying tax rates below
average); their only legal function is to yield additional revenues in those cases, in which also the
demands of the local authorities population exceed the average level, or in which those demands
are lower than the national average. For a more detailed discussion of fiscal capacity and the
justification of a varying fiscal stress see chapter 2.5.

52 An overview of the local tax system of sclected countries is given by OECD 1981,
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It is obvious however, that the necessity and the volume of such equalizing
grants varies with the goodness of fit of the primary distribution of local
revenues: The better the local revenue system, especially the local tax system,
fulfills the requirement of a close relationship with the local authorities fiscal
need, the less important is a correction or supplement of this primary
distribution of revenues by means of equalizing grants (figure 5).

Figure 5:
The fiscal residuum within an imperfect system of local finance
and its correction by means of equalizing grants

Functions of local authority Revenue base of local authority
(plus "fiscal stress")

I :

Fiscal need of local authority Revenues of local authority

5

Difference:
"fiscal residuum”

g

secondary correction
by means of equalization grants

2,2, Causes of the Present Horizontal Imbalances

Compared to these theoretical requirements of a local finance system the
actual local finance system in Malaysia generates a rather distorted horizontal
distribution of revenues. Although the degree of distortion thus cannot be
proofed empirically at this early stage of the investigation where the concepts of
fiscal capacity and fiscal need have not yet been operationalized (see below,
chapter 2), it can be claimed already that the distribution of fiscal capacity does
not match the distribution of fiscal need: There are some local authorities,
especially in the urban areas at the west coast of Peninsula Malaysia, which -
compared to their fiscal need - yield high revenues, whereas other local autho-
rities, especially in the rural areas at the east coast are too poor to finance even
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elementary local services.”® Besides the malaise of an inappropriate vertical
distribution of revenues between federal, state, and local level, the imbalanced
horizontal distribution of (own) revenues within the local level thus is a second
major deficiency of the Malaysian local finance system.

As well as the vertical imbalance of revenue sharing, also this horizontal
imbalance has been recognized by several investigations already. A decade ago,
the NYAN-REPORT 1977, p. 28, for instance, referred to the severe financial
problems of *peripheral areas’: "These peripheral areas are the refugee camps
for both the rural and urban poor and have been neglected in the past. We
recognize the need to improve the standard of living of the people living in these
areas and that a great deal has to be done to uplift the conditions of these
depressed areas. Only by uplifting the standards of living and the quality of life
of these people will they be able to contribute meaningfully not only to the local
authorities but also to the country as a whole. The local authorities alone will
not be able to undertake this task without assistance as it is beyond their
financial capacity to do so."

If one asks for the causes of these horizontal imbalances, first of all the
narrow tax base of the Malaysian system of local finance has to be mentioned:
Unlike in other countries, there is no bouquet of local taxes; instead, with the
exception of the property tax, all taxes, even those with a local base, are accrued
to higher levels.* The revenues from this narrow tax base naturally cannot
sufficiently correlate with the local authorities’ fiscal need. There is a (loose)
correlation with only one component of local fiscal need: the cost of the local
services that are directly related to the assessments located in the local area (e.g.
sewerages). Many other components of local fiscal need, however, are not
related to the value of the assessments and to the assessment rates. The overall
correlation between the local authorities’ revenues and their fiscal need
therefore is too low.

The horizontal distribution of revenues is further weakened, as the assess-
mement tax itself has some systematic defects.® Wherease some of them
"only"lead to an arbitrary distribution of revenues, e.g. a distribution which is
not related to the fiscal need of the local authorities, other even cause a negative

33 "Many of these local authorities are so imperished as to be unable even to provide the basic
services that are expected of them. Only recently in the State of Kelantan, some of the local
authorities were not able to pay even their electricity bills for street lighting." (NYAN -REPORT 1,
Appendix 3, p. 80.

54 See chapter 1.1.53., above, and LENZ 1986, p. 46.

3% For a list of deficiencies of the assessment tax and proposals for its correction see the
NEHAPPAN-REPORT 1968, NYAN-REPORT 1 1977, LENZ 1986, and WORLD-BANK-
REPORT 1988,
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correlation between the revenues from the assessment tax and the local
authorities’ fiscal needs:

1. It seems likely, for example, that local authorities with a low property base
have the highest arrears, as they lack the necessary manpower to assess the
correct tax yields and to enforce its complete collection.

2. Additionally, in local authorities with a low property base, the enforcement of
tax paying even would not be possible, if the necessary manpower were
available, as the owners of the properties more often lack the income to pay
their assessment rates.>

Furthermore, the valuation process of the properties has some deficiencies,
which increase the inappropriate horizontal distribution of assessment rates.>’

1. Although there are guidelines, which shall assure a unique evaluation within
the whole country, the valuators tend to anticipate the capabilities of the tax
payers: In order to keep the fiscal stress acceptable, the properties being
located in local authorities with low private income intentionally are
evaluated below market value.®

2. Richer local authorities can afford to valuate their properties in shorter
intervals, thus being able to adjust their nominal tax base to the actual market
values. In times of rising market values, this privileges the richer local
authorities.”

36 According to the Report of the Committee to Study into the Question of Equitable
Distribution of National Revenue to Local Authoritics, Part II: Minutes of Meetings, Kuala
Lumpur 1977 (from now on quoted as NYAN-REPORT 2), in Kelantan for instance "the Kota
Bharu Town Board does not have problems in the collection of assessment rates but Bachok,
Tumpat and Pasir Mas have difficulty in the collection because most of the residents are poor
fishermen."(See minutes of the 3. meeting, p. 3).

57 For a detailed critique of the presently practice of valuation and suggestions for its
improvement see LENZ 1986, p. 47; WORLD-BANK-REPORT 1988, p. 24ff,

%8 Thus there is no clear differentiation between the tax base and the tax rates anymore. Instead
the evaluation of the tax base serves as a correction for inappropriate tax rates. For a more
detailed discussion of this problem and its consequences for a fair construction of equalizing grants
see chapter 2.4, below,

% In the long run, rising (real) market values of assessments seem to be normal. In this regard
the decline of real market values, which during the last years took place in Malaysia, can be
regarded as a temporary exception.
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3. Even if a valuation has been conducted, the implementation of the new
valuation lists often is delayed.® It seems likely, that the delay is longest in
those local authorities, in which the resistance from the public and the local
politicians is highest, and that from this relationship again the local authorities
with the smallest property bases are affected most.5!

Because of these effects the arrears are high in local authorities with low
assessment rates, whereas they are small in comparably rich local authorities.®?
The actual distribution of the assessment rates therefore is even more distorted
than the nominal one.

Lastly, also the non-tax revenues of the local authorities often are not closely
related to their fiscal need or even correlate negatively.

1. Fees and charges, for instance, "are determined according to what the local
authority can reasonably expect the citizens to pay, or according to the
amounts charged in neighboring councils,”® but not according to the actual
cost of the services. One reason for this is the lack of proper cost accounting,
another one the necessity to provide services to local income groups, which
are not capable to pay the full costs, and a third one is the faulty but common
perception of fees and charges as a substitute rather than a complement for
the assessment rates.” From these reasons again, local authorities in more
prosperous regions and with higher property bases can yield higher fees and
charges than local authorities in poor regions and with low property bases.

N According to the WORLD-BANK-REPORT 1988, p. 25, from the 14 valuations conducted
between 1980 and 1987 eight valuations were implemented within one year, three were
implemented within two years. Onc valuation, however, was implemented in three years, and
another one within four years only. For onc evaluation the implementation even took five years.!

¢! From empirical studies it is known that the resistance grows with the perceived fiscal stress.
See e.g. SCHMOLDERS/HANSMEYER 1980, pp. 135ff.

62 For *poor” focal authorities like Dungun or Selama, the accumulated arrears were 185 % and
215 % of the annual assessment rates, respectively; whereas for "rich” local authorities like Pulau
Pinang and Petaling Jaya the corresponding figures were 25 % and 6 % only.

63 LENZ 1988, p. 49.

6 "Local authorities need to introduce adequate cost accounting to effectively use service
charges as a management tool. As of now, local authorities know their cost for carrying out
individual activities only in very exceptional cases and then only roughly. Detailed cost accounting
by service would allow local authorities not only to identify appropriate service charge levels but
also provide the basis for comparative analysis and improvement of the cost-effectiveness of
services." For this reason, the GTZ has proposed a special project about cost accounting (see
LENZ. 1986, p. 95), which soon will be carried through in cooperation with the Ministry of Housing
and Local Government.

% See WORLD-BANK-REPORT 1988, p. 41.
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2. The same is true for other non-tax revenues, like fines, rentals, and interest,
which are also negatively related to the property bases: Here the poorer local
authorities do not yield sufficient revenues, because they lack the legal by-laws
and the qualified staff to collect them (fines), or because the base for those
revenues again is negatively correlated to the property base (rentals, interest).

2.3. Distributive Evaluation of the Present Horizontal Imbalances

Different from socialistic societies, where the private incomes are
determined politically, the income distribution in capitalistic societies is
determined by the laws of the market. As this income distribution sometimes
generates results that are not accepted politically, most capitalistic societies have
arrangements to correct the market income distribution, i.e. by taxation and
social transfers.

Although this alteration of the private incomes usually is the main subject of
redistributive policy, the state has a second possibility for redistribution: the
determination of access to public goods and services. The usage of public |
services (like health services, street lighting, and waste management), of leisure
facilities (like gymnasiums and public parks) and cultural institutions (like
museums and public libraries) for instance determine the private welfare as well
as the private income; in some cases they even can be complete substitutes of
private goods (private versus public health services).

Local goods and services in this regard play a major role: "While statistically
the local authorities may only be a small part of the overall government
structure, many of their activities directly impact the daily lives of their residents.
The people will not feel the effect of national defence or foreign policy in their
lives but will be very upset if their homes are flooded or their garbage is not
collected."® From this perspective the distribution of local revenues has to be
evaluated from the distributive point of view, as the way in which the local
revenue system distributes public resources obviously determines the relative |
access to local goods and services. \

As the local revenue system determines the distribution of public resources ‘
regionally, this first and foremost is a matter of differences in the regional access
to local goods and services. High regional differences from this perspective :
usually are criticized, as it is felt not to be fair that the quality and quantity of i
local goods and services - independently from personal qualification and effort - ‘
only differ because of the fact that people live in different regions, like urban
versus rural areas, small versus big cities, or eastern versus western coasts.

Instead most people believe that the access to public goods (different from the

% Ibid, p. 8.
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private income distribution) should be distributed equally or at least should only
vary on a small scale.

Under these premises the present regional distribution of local revenues in
Malaysia must be criticized: The access to local goods and services varies
extremely with the regional location of residence. In some urban areas the local
authorities can afford to supply expensive cultural and recreational facilities,
sometimes even perfect substitutes to private goods, whereas in many rural areas
some of the most elementary services cannot be provided.

The evaluation becomes even worse, if one considers the fact, that in
Malaysia a considerable portion of the country®” lies outside the gazetted and
served areas of the local authorities, e.g. large parts of the population are
excluded from all local services. This causes discrepancies within local
authorities (e.g. between served and non-served areas); as the portion of served
areas differs from state to state,® it also leads to straggling discrepancies
between larger areas.

Such excessive differences in the quality and quantity of local goods and
services (the same by the way is true for goods and services provided by the
states) not only violate the distributive targets of regional policy. As they cause
jealousy and excessive regional competition, prevent regional cooperation and
lead to regional patriotism, they also jeopardize the national unity. They
furthermore bear the risk to intensify the existing personal income distribution
in the private sector: As the unequal access to local services, especially to health
services and to educational and cultural facilities, distorts the starting positions
and biases the personal capabilities of earning private incomes, inequalities in
the distribution of local resources are transmitted into the private sector. If this
in turn causes a further reduction of the local authorities’ revenues, as is the case
with the present Malaysian system of local finance, a vicious circle is initiated.

Finally it should be realized that an uneven regional distribution of resources
also has systematic effects on the personal income distribution, if regional
location and personal attributes correlate. In Malaysia this is true i.e. for the
attributes of education (low educated are overrepresented in the rural areas), of
age (older people are overrepresented in the rural areas) and of racial affiliation
(Bumiputeras are overrepresented in the rural areas).?’ Therefore the low level

7 The NYAN-REPORT_t 1977 (p. 81) for 1970 reported a percentage of 50.84 % of people
staying outside local authorities. Although the situation might have improved in the meantime,
especially because of the territorial reorganization of the Seventies, also today a considerable
proportion of the country still is not served with local services,

o8 According to the figures of the NYAN-REPORT _1 (p. 81), in two states (Pinang and Melaka)
all inhabitants lived within the gazetted arcas, whereas in other states, foremost in Kelantan (76.17
%), Kedah (76.76 %) and Perlis (84.97 %), a majority lived outside the gazetted areas.

% See FIFTH MALAYSIA PLAN (1986 - 1990), p 81ff.
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of local revenues especially in the rural areas also generate systematic personal
income effects: Older people, less educated people and Bumiputeras are
discriminated, and younger people, well educated people and Non-Bumiputers
are privileged. This hardly is in accordance with the targets of personal

distribution policy of the Malaysian government, especially of its "new economic
n 70

policy”.

2.4, Allocative Evaluation of the Present Horizontal Imbalances

An optimal allocation of the public resources within the local level requires
that the money is spent according to Gossen’s (Second) Basic Law, e.g. causes
equal benefits in all different forms of expenses. This requirement does not
mean that local expenditures (and thus revenues) have to be distributed equally.
If local expenditures cause regionally differing benefits, on the contrary also the
regional distribution of local expenses has to vary, if the condition of optimal
allocation shall be fulfilled.

There are some arguments that support the assumption of regionally varying
benefits. The advantages of economies of scale and of (positive) external effects
of production and consumption for instance require, that resources are
concentrated regionally. A certain concentration of public (local) resources thus
leads to a more efficient production of the local services. As the concentration of
public resources in turn causes a respective concentration of the private
economy, this also increases the efficiency of private production. With regard to
the concentration of capital, this justifies an uneven distribution of local facilities
and infrastructure. With regard to the concentration of labour, it also justifies an
uneven distribution of employment opportunities and of population.”

On the other hand one has to realize that a concentration of capital and
labour also causes negative effects, if it exceeds a certain level. Pollution, high
crime rates, and traffic jams are only some of the more obvious consequences.
Migration also is a burden for many people, which have to give up their
traditional way of live, loose social contacts with relatives and friends etc. As the
immigrants usually also are the younger, better educated and more ambitious
people, the economic situation of the regions, from which they come, usually
gets even worse, as the remaining older and less qualified people are not able to
use the remaining capital and land efficiently. "The gap in provision and amenity
level between slow and fast growing areas may become so large that the slow

™ Ihid.

n "Migration, urban-urban as well as rural-rural, (therefore) is an important adjustment
mechanism to ensure the nation’s human resources are efficiently used (and therefore) should be
viewed positively. ADB-REPORT _1 1986, p. 37.
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growing areas fail to realize their potential and are excluded from future
prosperity."™ Although many of these costs cannot be quantified, the examples
illustrate that concentration of resources, especially via migration, becomes
suboptimal, if it exceeds its optimum.,

The allocative advantages of concentration justify, however, that the target
of an equal distribution of (local) public goods and services - which was
demanded from the view of distribution policy - is modified to the target of
limited ("acceptable”) regional differences: Distributive and allocatice
requirements need to be balanced. Many countries therefore attempt to
harmonize the conflicting targets by introducing different types of "standards™

- For some of the most elementary and most important local services (like
education and health maintenance) equal standards still are required according
to the above considerations.

- For other local services the differentiated standards are applied according to the
targets of regional policy and according to the functions and hierarchical
positions of the local authorities within this regional policy plan. In many
countries this is done according to the theory of central places,” which assigns
the level of local functions (and of the necessary resources to finance these
functions) according to the ranking of the local authorities within a hierarchy of
centrality.™

- For a third set of less elementary or complimentary local services only
minimum standards are required that may not be fallen short of, but above the
minimum can be chosen freely with regard to the local authorities financial
capabilities.

For Malaysia the ADB-REPORT 2 1986 (p. 160ff.) only recently suggested
to apply differentiated standards as well as minimum standards: "In service
provision the emphasis should be on differentiated standards which are
integrated into a phases upgrading strategy. Minimum standards for health
related services should be adopted urgently and higher standards specified as
targets for Municipal Councils and larger District Councils, particularly those
expected to experience rapid growth." Thus three different standards were
suggested for 1. "growth centers”, 2."Municipal Councils and larger District
Councils", and 3. "smaller District Councils". Within these three groups of local
authorities the ADB-REPORT (ibid) suggests, that a "consistent project
appraisal approach should be adopted across all sectors and applied consistently
to all proposals.”

2 Ioid,
7 For the Theory of Central Places see i.e. ISARD 1962 or LLOYD/DICKEN 1972.
™ Sce chapter 2.6. for details.
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The graphic illustration of this proposal (see figure 6) visualizes, that it is in
complete accordance with the principle of allocating local expenses according to
Gossen’s Second Basic Principle: As the ADB-REPORT assumes, that the
| benefits of public investigations are highest in growth centers, lower in
Municipal Councils and in large District Councils and lowest in Small District
Councils, the level of Local Services (and resources to finance them) is
distributed according to the same ranking. Within the three categories of local
authorities again the principle of equal benefits is observed; in the graphical
presentation of figure 6 this condition is mirrored by an equal level of services
(i.a. a parallel to the x-axis) within the three categories of local authorities.

Figure 6:
"Priority Programme Projects’, or:
The Distribution of Local Resourc%: according to Gossen's Principle of Equal
enefits
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Source: ADB-REPORT 2 1986, p. 165

In contrast to the ideas of the ADB-REPORT, which favorites a central
evaluation of the benefits of alternative public projects, this allocative result
could be achieved better by a properly designed system of local finance. I the
local revenues were distributed regionally according to their (different) regional
benefits, central planning and evaluation of each local investment by means of a
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huge and expensive central administration would be superfluous. Instead the
desired optimal allocation would automatically be generated by the decentral
decisions of the local authorities. Furthermore this optimality not only would be
achieved for developmental projects (for which it was suggested by the ADB-
REPORT), but also for all current expenditures, i.e. for operative services. The
adjustment of the local revenue system thus would cause much smaller
production costs, decision costs and frustration costs than central planning. This
illustrates and confirms the amenities of decentralized decision structures, that
were emphasized as advantages of federative states.™

Nonetheless also this solution requires that central political ideas are
developed about the appropriate (regional) differentiation of standards, e.g.
about the different benefits of local expenditures in Municipal versus District
councils as they were implied by the ADB-REPORT. Therefore central policy
rules that guide the regional development still are required. Contrary to
centralized planning, however, these rules have to be global guidelines only that
leave the concrete decisions about the specific projects in the responsibility of
the local authorities. Exactly this makes the difference between a centralized
and a decentralized system.

When determining the scope of such variations of standards, distributive
targets may require absolute standards for more services, small variations of the
differentiated standards and higher levels of the minimum standards, whereas
allocative targets may suggest fewer absolute standards, a higher variations of
differentiated standards and lesser levels of the minimum standards. Distributive
targets and allocative targets thus may rival with each other and require a trade
off.” A proper system of local finance has to be able to perform this trade-off
properly and thus has to support the optimal regional differentiation of the
quality and quantity of local goods and services. Because of this reason no equal
revenues (per capita) for all local authorities were requested, but revenues that
fit the local authorities’ (different) fiscal need.”

B See chapter 1.1

% The ADB-REPORT 2 1987, p. 98, refers to this point when it states, that "the present
emphasis on development (e.g. allocative targets, M.K.) is a consequence of the slackening in the
growth of the domestic economy and the weakness in commodity prices internationally. In the
medium and longer term more scope is likely to emerge for policies of dispersal of activity to be
given more weight."

7 1t is another thing to determine the proper amount and the direction of those regional
differences. Qur proposed solution of equalizing grants in this regard only can be successful, if it is
able to direct capital and labour in the desired the way, intensity and pace. Although this in
principal is possible (by the choice of the need factors to be considered for the equalizing grants),
it remains the task of the following chapter to demonstrate how this instrument can be
operationalized to actually generate the desired kind and degree of regional concentration
{migration), and thus to support the present targets of the Malaysian policy, namely of
development, growth and regional policy.
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Even if this necessity is considered, the present horizontal distribution of
Jocal revenues remains to be criticized. It leads to a suboptimal allocation, as the
local expenses in "rich” local authorities cause lower benefits than in "poor” local
authorities.™® A reallocation of resources therefore would increase the overall
benefit of the local expenses.”

This argument becomes even more important as in Malaysia, as was

' mentioned above, there still are many areas, in which no local services are

provided at all. A more balanced horizontal distribution of resources thus would

lead to a better allocation, as basic local services with high benefits - like

garbage collection - could be provided in the most discriminated rural areas. The

request of the ADB-REPORT 1 (1986, p. 98) for an "equitable access to

services" thus is not only justified from distributive targets but also from the
allocative point of view.

A more balanced regional distribution of local revenues and services also is
necessary with regard to the allocation of resources within the private sector.
Elementary local services and a basic infrastructure i.e. are prerequisites for
private production; in regions, where these prerequisites are not supplied by the
local governments, private resources cannot be used optimally. This is especially
true for labour resources, which in the poor urban regions of Malaysia are not
used sufficiently: The unemployment rates are much higher there than in the
urban growth centers.®® The fear, that a ".. growing concentration of urban
development in growth centers ... can lead to underdeveloped national resources
in slow growing areas™ therefore seems justified and supplies another allocative
argument for a more balanced distribution of local revenues.

® An empirical prove will be given after operationalization of the local authorities’ fiscal
capacity and fiscal need. See chapter 2 below.

? The argument can be illustrated by the (extreme) example of one affluent local authority
which uses 100.000 ringgit for a rather superfluous purpose (lets say for the construction of a
swimming pool for public servants). If at the same time another local authority lacks the money for
a basic local service (like street lighting or garbage collection), the reallocation of the 100.000
ringgit would cause much higher benefits.

% Sec FIFTH MALAYSIA PLAN, p. 188f. |
*1 ADB-REPORT 11986, p. 97.
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2.5, Consequence II;: Fairer Horizontal Distribution of Own Revenues
within the Local Level

In summary we can state, that the present system of local finance generates
high disparities in the (regional and personal) access to local goods and services
and also leads to a suboptimal allocation of the local resources. It thus both
conflicts with the distributive target of a fair income distribution and the
allocative target of an efficient use of public and private resources.

For the long run there is only one proper response to this negative evalua-
tion: The local revenue base, and here especially the local tax base, must be
expanded considerably.®? As this target at the moment will not find sufficient
political support and only can be achieved after the amenities of a decentralized
public sector are fully recognized and the value of the local governments is
evaluated properly, in the short run the local revenues should be improved by
means of equation grants. By this means resources are passed to the local autho-
rities, without finally withdrawing the control about these revenues from the
federal level. Equalizing grants therefore can be regarded as an intermediary
solution that gradually smooths the way to the final solution of revenue sharing.

As the equalizing grants are financed out of the federal budget, which at the
moment is inappropriately high, they cure the present problem of the imbalan-
ced vertical revenue sharing. Supposed the theoretical concept of equalizing
grants is operationalized properly, at the same time the imbalanced horizontal
distribution of local revenues is corrected. Equalizing grants thus are a perfect
instrument for correcting the two-fold malaise of the Malaysian local revenues.
As these grants lead to a better allocation of public resources and at the same
time would cause a fairer distribution of services between regions and races, they
can be supported both with allocative and the distributive arguments.

Their general construction is described in the broader study, from which the
paper at hand was condensed.® There the general concept of equalizing grants
also has to be adjusted to the special circumstances in Malaysia. Special atten-
tion has to be devoted to the existing forms of intergovernmental transfers,
which partly are constructed faulty® and thus should be substituded by properly
constructed equalizing grants.

82 Besides the respective demands by the NAHAPPAN-REPORT 1968, p. 241ff. and the
NYAM-Report 1977, pp. 30ff. and pp. 85ff (appendix 3), which were mentioned already, only
recently this necessity was emphasized again by the WORLD-BANK-REPORT 1988 (p. 41):
"Over the long term efforts to improve property tax revenues should be complemented by a
deliberate effort to diversify the revenue base of the local authorities away from excessive reliance
on the property tax."

83 See KOPS 1988a, chapter 3; sce also KOPS 1988d.
8 See KOPS 1988a, chapter 1.3; also KOPS 1988c¢.
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A Critical Look
at the Present Intergovernmental Transfers in Malaysia®

by

Manfred Kops

Gesellschaft fiir Technische Zusammenarbeit, West Germany;
Ministry of Housing and Local Govermment, Malaysia

1. Present System of Intergovernmental Transfers in Malaysia

Before making an attempt to operationalize the concept of equalizing grants,
the grants that presently are given to the local authorities must be considered: If
they correct the distorted distribution of own revenues, they diminish or even
abolish the need for equalizing grants; if they on the other hand leave the
present horizontal imbalances unchanged or even intensify them, a correction by
equalizing grants becomes even more important.

At the moment a variety of grants is given to the local councils. Some are
formalized, e. g. determined by explicit equations, others are discretionary, e. g.
determined by political ad hoc decisions; some are given by the federal
government, others by the states. From the theoretical point of view all of these
grants should be examined, as grants always - intentionally or incidentally - cause
distributive effects.? According to the focus of the present study, which only deals
with the intergovernmental relations between the local governments and the
federal government, it seems justified, however, to exclude the grants, that the
local councils receive from the states: Firstly in most states the volume of those
grants is low,? secondly the states’ grants usually are given discretionary,* here an
evaluation would require to analyze the empirical effects of the different state

! This paper is part of the authors’ broader study "Equalizing Grants for the Local Authoritics in
Malaysia (KOPS 1988a), which can be obtained by the Ministry of Housing and Local
Government, Local Government Division, Kuala Lumpur, or by the Gescllschaft fiir Technische
Zusammenarbeit, GTZ, Eschborn, West Germany.

% The only exception are per capita grants, c.g. grants where the local authorities receive an
equal amount of money for each inhabitant,

3 See LENZ 1988,

% The only exception is Johore, which distributes balancing grants according to a formula. See
chapter 5 below.




grants; and thirdly the federal government at present has no constitutional
remedies to alter state grants, if the investigation should reveal their improper
construction.®

Within the federal grants it furthermore is reasonable to exclude the so
called "launching grants" from further examination: As they are non-recurring,
only given for a unique occasion (the restructuring of the local territories), and
the legal modus of payment finally has been decided, even in the cases, in which
payment is not yet completed, changes of the allocation formula could not be
recommended with regard to continuity of jurisdiction.

From the present federal grants therefore only the road maintenance grants,
the annual grants, the development grants and the balancing grants - in this
order - will be examined.

2. The Inadequate Distribution of Road Maintenance Grants

2.1. Present Institutional and Financial Regulations

The maintenance of roads is a public tasks, which makes the amenities of a
decentral fulfillment most obvious: The intervals and intensity of maintenance,
which may vary extremely according to the frequency of usage, to the climatic
and topographic conditions and to other factors, the type of regionally available
and least expensive materials, the needed machines, etc., all are factors that
differ regionally and best can be determined by the local authorities, which know
these regional particularities best. -- Road maintenance consequently is a local
function in most countries, only regulated by higher federal levels, when supra-
regional aspects, like security standards or national targets of transpor-tation,
have to be considered.

In Malaysia the classification as Federal roads, State roads, and Local
Authority roads is in accordance with these ideas.® Federal roads are maintained
by the Public Work Department at the Federal Level or at the State level with
funds given by the Federal Government. States roads are maintained by the
State Public Works Department. Local Authority roads, however, only in a few

5 The exclusion of states grants on the other hand does not mean that they necessarily are
appropriate and do not need any investigation, On the contrary we would urgently suggest, that an
examination, similar to the one at hand, also will be conducted for the different grants that the
local authorities at present receive from the states. Besides this, most of following remarks about
the federal grants are so general, that they also are valid for states grants and thus provide a hint
for their evaluation and eventual correction.

¢ For a detailed description of the existing institutional arrangements for road maintenance see
Ministry of Housing and Local Government, Local Government Division, Technical Unit
Maintenance of Urban Roads, internal paper, November 1987, Appendix 5.




cases are maintained by the local authorities themselves,” whereas the majority
is maintained by the Public Works Department.® Due to this inconsistency the
responsibility for road maintenance in several cases is not clear, especially as
even within the single local authorities there both are Local Authority Roads,
which are maintained by the Local councils themselves and Local Authority
Roads, which are maintained by the Public Works Department.’

This mixture of responsibilities is due to the present financial weakness of
many local authorities, especially District Councils. As with the suggested
strengthening of their revenues in the long run all local authorities should be
able to cover this function autonomously, the present mixture of competences
for road maintenance on the local level gradually could be abolished.

The Public Works Department!® and the local authorities, that maintain the
roads under their jurisdiction themselves, are eligible for the road maintenance
grants. These grants are given by the Federal Government for the maintenance
of roads having a minimum standard of 14’ pavement width with 5’ of road
shoulders on either side of the pavement."! "This standard was fixed by the
Federal Government on the recommendations of the Public Works Department
and has been enforced since 1965. However, a ruling was made in the 1983
National Finance Council meeting that those substandard roads (between 10’ -
14’ pavement width) which have been registered with the Treasury before 31st
December 1979 will still be getting road maintenance grants but on the
condition that it will be upgraded to the minimum standards. The amount given
for these substandard roads, however, is much less than those meeting the
minimum standards."?

The grants are calculated by the Federal Treasury based on the minimum
standard of 14’ pavement width and the road elements that should be main-
tained according to the recommendations of the Public Works Depart-ment.!?

7 According to the paper of the MHLG (ibid, appendix SE) the following Municipal Districts,
which have been gazetted as Road Authorities, maintain their own roads: Seremban, Kuantan,
Ipah, Taiping, Pulau Pinang, Petaling Jaya, Klang, Shah Alam.

® The local authoritics which have been gazetted as Road Authority and whose road is
maintained by the public works department are listed ibid, appendix Sc.

? Ibid, p. 26.

1% Besides this also the Public Works Department is eligible for road maintenance grants -
according to the same criteria that are applied for the local councils themselves. As these grants do
not affect the local councils’ revenues, however, they will not be considered here.,

" 1hid, appendix 6.
12 1hid, p. 35.

13 These elements are: 1. Periodical resurfacing of pavements and the repair of pot-holes {and
edges), 2. maintenance of side-tables and the trimming of cover crops; 3. the repairs and
stabilization of embankments and cuttings; 4. the cleaning, repair and construction where
necessary of culverts, bridges and roadside scuppers and sub-soil drains. Ibid.




The calculation also takes into account the regionally differing material cost and
the transportation cost. Based on the total mileage of eligible roads, then the
grants are calculated for each state. Table 1!* shows the total mileage of roads
eligible for road grant for each state, the cost per mile as calculated by the
Federal Treasury for each state and the total amount of road grants that has
been given out to each state for the years of 1984, 1985 and 1986.

"In order to get road grants, each Local Authority has to list out all the road
that have met the minimum standard in a format called MARRIS (Malaysian
Road Record Information System) and then send them to the State Government
who compiles the list and sends them to the State Public Works Department
who verifies the list as to the eligibility of receiving the road maintenance grant.
Once this is done, the list is then sent to the Federal Treasury who then
calculates the amount of road grant that each state is eligible based on their
calculation of the cost/mile for each state multiplying with the total mileage of
road that the state has submitted and which have been endorsed by the Public
Works Department that are eligible for road maintenance grant. Once the
computation is over, the Federal Treasury then sends the total road
maintenance grant to the State Government (State Financial Officer) who then
distributes the grant to the respective Road Authority involved in the
maintenance of roads in each Local Authority. In most cases, the road
maintenance grant is sent to the Public Works Department as they are the road
maintaining agency for most of the Local Authority roads while some of the big
Municipal Councils received this road maintenance grant from the State
Government as they are the gazetted Road Authority and who also maintains
their own roads."

The results of these rules lead to high differences in the amount of road
maintenance grants (see table 2, column 4, which lists the per capita values for
all local authorities in the four sample states, that were examined by the GTZ):'6
According to these survey data (for 1987), the per capita values varied between
0,00 M$ (for the majority of all councils) and 5,79 M$ (for Petaling Jaya); the
per capita average was 1,42 M$. The reasons for these high differences will
become clear, when the present problems of this type of grants are discussed.

14 1hig, p. 43.
15 mbid, p. 36.
16 See LENZ 1988, and REIDENBACH 1988,
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Table I1:
Allocation of Road Maintenance Grant by the Federal Treasury

Total Allocaticn
State Total Cost per ‘
Mileagz WMile ($) ~ 1984 . 1985 . 1986

1. Johore 1266.74 10,5857 15,485,819 13,485,815 14,816,283,18
2. Kedah 1289.06 10,564 13,488,963 13,488,363 15,830,702.50

M

. Kelan-  557.82 10,353 5,699,696 5,699,695 9,148,579.87
tan

4. Malacca 484,33 10,548 5,061,863 5,061,863 §,617,0%0,34

W

. Negeri 769,75
Sambilan

@)

\0

»85

7,286,416 17,286,416  9,6873,605.05

6, Pahang 1030.38 9,969 9,924,776 9,924,776 10,713,234.79
7. Perak 16175 11,378 17,287,957 117,267,957 20,267,144.48

wm

. Perlis  197.70 11,144 2,203,135 2,203,135 Z,711,101.18
G. Penang 677.32 12,146 7,825,688 7.826,625 9,296,112.00

10.Treng~ 670.13 10,995 17,187,264 7,187,264  ©,895,086.30
ganu

11.8elan~ 1750.77  9,4TC 16,260,087 16,260,087 22,925,506.44
gor

2.2, Present Problems of Road Maintenance Grants

The road maintenance grants are beset with a number of problems, both
with regard to their theoretical design and their correct and efficient
administration. Most of these problems need not be discussed here, especially if
they arise from technical and administrative insufficiencies, which are
recognized by the federal government and for which corrections have been
recommended already.!” We thus focus our attention to a few aspects, which in
the present discussion are not considered sufficiently.

17 The paper of the MHLG (ibid, p. 4f.), whose reading strongly is recommended, mentions 1.
the lack of proper and up to date records of the eligible roads under jurisdiction, 2. the lack of a
systematic monitoring system for maintenance work, 3. the lack of updating the total mileage for
roads being constructed and recorded as eligible after 1981, and 4. the insufficicnt cost of
maintenance as computed by the Federal Treasury because of a) the missing consideration of
many road elements while computing the cost of maintenance, and b) the computation being based
on the 14 pavement width, although there are roads with higher widths.




.

The first - allocative - objection against the present method of computation
arises from the fact, that there is no sufficient differentiation of grants according
to the type of road:

- For all roads being constructed after 1979 there is no differentiation at all, as
the grants only are given if the roads fulfill the standard (of 14’ pavement width
with 5 of road shoulders on either side of the pavement); for roads that excel
this standard no higher grants are given, and roads that do not fit the standard
are not eligible for any grants.

- For roads being constructed before 1979, a differentiation is made, as
substandard roads (between 10’ - 14’ pavement width) also remain eligible for
(lower) road maintenance grants. However, the grants here are restricted to
the condition that the substandard roads will be upgraded to the minimum
standard. Secondly - and worse - the differentiation de facto is not applied, as
"the local authorities believe that the road maintenance grant is available only
for roads that meet at least the above standard quality and width,"8

When deciding about the construction of new roads and the modification of
existing roads, the insufficient differentiation of the grants also leads to an
insufficient differentiation of the roads itself: "Local authorities have started
imposing ’standard’ road norms on all developers, regardless of whether the
expected traffic justifies it."’’ In order to receive road maintenance grants also
roads for which a width below the minimum standard would be sufficient from
the technical point of view will be constructed with or upgraded to the standard
width. On the other hand also roads, for which a higher width would be required,
will not exceed the standard width, as this would cause higher construction and

maintenance cost without allowing for higher grants. This missing
differentiation of road maintenance grants in the long run thus will lead to an
inappropriate structure of the road system, with some roads being insufficiently
small and others being unnecessarily wide. Local councils that resist these
ineffective consequences are punished financially by not receiving any road
maintenance grants (for roads being smaller than the standard width) or
insufficient grants (for roads being wider that the standard width,

A second deficiency of the present design that also causes misallocations
stems from the fact that the federal government gives the road maintenance
grants to the states but does not enforce the states to forward the grants to the
road authorities. Most states therefore do not completely forward the grants to
the local councils, but keep it in their budgets for other purposes.? The resuits of

18 WORLD-BANK-REPORT 1988, p. 14f.
19 Ibid, p. 14.

2 ~Fhe perception both at the federal and local authority level is that significant amounts of the
road maintenance grants are diverted to other uses by the states.” Ibid.
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Table 2:
Federal and States Grants to local authorities,

in Ringgit per capita
FEDERAL BOVERHMENT G6R8NT | STATT BUVERNMENT GRANTS | FERERAL
.......... ! E P
{guacil Populatisa  Asnyai Graats Road-i. Telal | Balaacing Asswal Granls  Olher  Total 1 STATES
{93751 Graals in A-O-3 Granls v Braats  Graats is A-O-F Oper. §, 1 GRANTS
{ Jakor Bahre 48 633 L2 060 358 1 00 60 080 0,4 00 1 3.3%
2 Jokor Babirs Tesgah w0 L8200 063 6T 3,55 7 1,43 600 00 0Lt L3E 0 L9
3 Paaliza 000 2,82 083 G0 347 1 000 0,00 0,00 L2 L2 1 489
§ Moar Wara - R L3 LI 000 K8 0 B0 0,00 08¢ GE 0,5 1 b4
5 Buar Selatas 400 L7 LA 68 M 0 453 00 0% 0,60 0,55 1 3%
b Kigase Ulara BLO00 25 A3 OBE bBTR T G0 00 000 b 0,00 1 5N
7 klyaag Selztia fepss 54 TWE O RM BT 0% 6N 0,8 006 0,30 1 15,43
§ ¥ata Tingsi 2000 497 %81 L0 e 0 LB 6 0 fd2 331 1
§ Nersing AL 53 0 R0 D AT 000 0,8 047 24 1 148
10 fulal B 4 LI 6B 54T 0 KM 6 0 L4581 B8
{4 3aly Pahai 2aval B L2 08 R LT L 672 0 03 b L2 L
12 Batw Pabal Tigar 2.000 48 6,33 000 527 1 600 00 055 HMEO5LE 0 1%
13 Gegaast Utars .00 1,7 LB 000 K13 T 000 600 283 0,85 3,48 1 T2
14 Sezazal Belslan WA W 051 % %2 L LN 60 - 04 0,00 14 1+ 043
Sux JoHaRE I 50 47 0,38 476 42 G0 03 03 482 1 57
{ Petating Jars Hrad o 0,3 oM L1F 63 1 00 6 6 b 636 1 143
2 Kiasa B 64 52 OLW nM L 60 04 0,3 TR O S S L
J Petaiing 8.0 L3 08 0,00 4 0 000 38 4 0,0 L3 1 4%
1 Sepang A0 5T LT 08 TR T HM O ONT 6GE U0 J9,33 1 465
5 Kuala Larsst .60 L 608 0,00 L4 1 158 L3E 0,90 0,00 18,9 a8
b Hule Lanzat 35,000 073 0,05 080 G781 Q00 0,73 0,08 1,82 455 1 3,3
T Bozhak {00,006 4,88 06 00 6,22 0 080 16 02 0H 14,26 1 38
§ Rgala Selanese oo 338 57 680 9,3 T 30 L8 5LM 0,08 342 0 47
9 Hulte Selaras st LT L3 0% J42 0 R 4L 04 0,00 12,47 1 15,8
12 Sabak Bereaa .00 L% A 6 L% 0 1690 L% OE L8 13,97 1§ 4%
i Shak Alas B LT &6 00 TS T L L1 & B33 15,09 0 W
SUN SELANGDR {42500 M 4% 28 1 49 L 0% [, 5% 1 5%
! Kota Bharg 15208 0,50 RE 000 M T 6N L& 0N 0,0 2,08 1§42
2 Kota Bharu Daersh A L3 6N 6 LA K 000 6,0 6 04 0 1L,
3 Pasir Pulid B 11 6 6 LMD 6H 28 0% 080 L30T 0¥
§ Machang 55500  §495 089 &0 2,85 & 4,28 6,00 0 g0 L4 1 4%
3 Ng Kelantas N 520008 N3 0 1 60 08 0,00 12,78 1543
b Bachok 55000 1,32 &8 090 23 1 i 06 00 o0 550 1 T,E
7 Tugpal 13100 L MM &0 L3 L 600 80 0,00 44 ¢ I
Ynala frai Mara 5060 L, 03 @ 07 ¢ B4 600 0,03 L LT 4
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our survey (table 2, column 4) prove that from the states, which had been
included in our sample, this was true for Kelantan. As a consequence many local
roads are not maintained sufficiently,

Even if the grants were completely forwarded to the states, they were not
sufficient to cover the full costs of road maintenance: Firstly, some of the eligible
roads are not identified and registered for grants, and secondly because of
inflation and other factors the actual costs per mileage are higher than the rates
the Treasury uses to calculate the grants.”? The federal government on the other
hand is reluctant to adjust the rates because of the mentioned incomplete
forwarding by the states.® As a consequence less resources are transferred from
the federal to the local level, e.g. the distortion of the vertical distribution of
resources between the two levels that has been identified as the main malaise of
the present system of revenue sharing is even increased.

A final deficiency concerns the horizontal distribution of the grants within
the local sector: As the financial capacity of the local authorities and their
capability to identify and update the roads eligible for maintenance grants
correlate negatively, poorer local authorities will loose a higher percentage of
grants. Again the road maintenance grants rather intensifies than cures the
distorted distribution of local revenues.

2.3. Recommendations to Improve the Road Maintenance Grants

As road maintenance is a legal function of local councils, in the long run all
local councils should be encouraged and enabled to cover this function.
Simultaneously the Public Works Department should withdraw from this field.
As long as the relocation of resources is not performed by an adequate
enlargement of the local revenue system, i.e. by assigning the road tax to the
local level, road maintenance grants are an appropriate instrument for the
vertical allocation of the necessary resources.

Some modifications are necessary, however, to abolish the deficiencies,
which were identified for the present form of the road maintenance grants. Most
important in our regard is the necessity to differ the grants according to
different types of roads. Therefore at least the present differentiation between

2! The fact that also the states’ share of the national revenue compared to the federal
government is too low, does not cxcuse that federal grants, that are meant to reduce the vertical
imbalances between the central and the local sector, are kept by the states. Even if the states were
more ncedy than the local authorities, such a rechanneling of resources would be inappropriate, as
it would distort the allocation between the road maintenance (for which the grants are given), and
“non-road maintenance’, e.g. all purposes, for which the rechanneled road maintenance grants
actually are used by the states.

2 gee ibid, appendix 10, for example computations.
2 WORLD-BANK-REPORT 1988, p. 15.
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standard roads and substandard roads should be put into practice by informing
all local authorities that substandard roads also are eligible for road
maintenance grants. In addition, the condition that road maintenance grants for
substandard roads only are given, if they will be upgraded to the standard,
should be abolished. In the long run the present differentiation even should be
increased, as at least three types of roads seem to be necessary from the
technical point of view, e.g. with regard to the different functions and utilization
of local roads within a hierarchical net of transportation. To support such a
graduated system, also the grants should differentiate according to the actual
width of these three categories.?

Secondly, measures should be implemented to ensure the complete forwar-
ding of the grants from the states to the road authorities. Contrary to the
present practice, only to send the overall road maintenance grants to the states,
the Treasury should publish the computation of the eligible road maintenance
grants for each Road Authority separately. This would enable each local
authority to verify that the states have forwarded the grants completely and to
enforce complete forwarding if necessary. If the states still refuse complete
forwarding, additional measures by the federal government should be launched,
starting with moral suasion and including stronger enforcements. Even severe
sanctions like the holding back of future road maintenance grants or the cutting
of develop-ment grants for the states should be considered then. -- In addition
the states should not any longer send the grants to the Public Works
Departments directly, but to the local authorities, which in turn should send it to
the Public Works Department. This would enable the local councils to instruct
the Public Works Departments about which roads to maintain and what to
maintain, e.g. to "ensure that the money given is spent on maintaining Local
Authority roads and not on other roads or things."?

Thirdly, the grants should be computed according the actual cost of the road
maintenance. This comprises an updating of the list of eligible roads, which at
the moment still refers to the 1981 data, and the inclusion of further cost
elements, Also the complete maintenance of all Federal and State roads by the
Public Works Department belongs in this context. As otherwise the local autho-
rities were forced to do the maintenance, this would further reduce the financial
resources for the proper maintenance of the local authorities’ own roads and for
other local functions.

2% As in the case of roads the regional functions and competences cannot clearly be separated
from supraregional functions, such a differentiation has to be accompanied by central regulations
about the functions of the local roads within the national system of transportation.

5 Ibid, p. 6.
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For the same reason also the lists of roads eligible for road maintenance
grants should be checked and updated - especially in order to abolish the
present discrimination of the smaller District Councils that lack complete
records. Although this task in the long run should be carried out by all local
councils themselves, personal and financial support by the states and the federal
government seems necessary as long as the proposed strengthening of local
revenues has not enabled all local councils to carry out that task on their own. It
should be ensured, however, that this support is only a temporary one, that
gradually leads to local autonomy. Thus incentives to overtake this function have
to be introduced and disincentives for those local councils that already perform
this function on their own have to be avoided.”

3. The Inadequate Distribution of Annual Grants

3.1. Present Regulations

Originally the annual grants stem from a recommendation of the NYAN-
Comm-ission, which had clearly identified the local authorities’ weak financial
situation’”” and - by realizing the political objectives against their favored
solution of revenue sharing - had suggested to work out "a formula, whereby the
Federal Government can channel money to the local authorities."® According to
this suggestion, local authorities should receive annual grants:*

1. for the first 25,000 persons at the rate of $5.00 per person;
2. for the next 37,000 persons at the rate of $2.50 per person;
3. for the next 62,500 persons at the rate of $1.50 per person;
4, for the remainder at the rate of $0.75 per person.

The Commission realized that this proposal could be subject for further
modifications, especially as the Treasury "had agreed to provide some form of
financial assistance to the local authorities but that since at the moment there
was no other suitable basis for computing the grant, the Treasury had agreed to
use the population figure as a basis (only) for the time being"* In fact the

26 Two solutions seem possible in this regard. Firstly, the supporting state and federal agencies
could charge the local councils for the updating and maintenance of the road records. The charges
should gradually be increased from an initial subsidized level to a final level that covers the full
costs. Secondly the road maintenance grants could be enlarged by a component that compensates
the administrative costs for updating and maintenance of the road records to those local councils,
which carry out that function themselves.

%7 See KOPS 1988b.

% NYAN-REPORT 1, p. 30.

2 Tbid.

30 Ibid, notes of the Ninth Meeting, p. 6.
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Commission's suggestion in the course of the political process was modified, as
the gradation of the population-based determinant was altered and the local

authorities’ own revenues as a second, incentive-oriented determinant were
added.

The final solution, which was implemented in 1979 and today still is applied,
thus consisted of two determinants:

a) a determinant based on the population of the local authorities:

1. for the first 5,000 persons  at the rate of $7.00 per person;
2, for the next 5,000 persons  at the rate of $3.50 per person;
3. for the next 40,000 persons at the rate of $0.50 per person.

b) a determinant based on the revenue of the local authorities:

1. for every dollar in the first $10.000 collected, $1.00,
2. for every dollar in the ncxt $40.000 collected, $0.50,
3. for every dollar in the next $50.000 collected, $0.10.

In figures 1 and 2 the tariffs of the population based component and the
revenue based component of the annual grants are displayed graphically; table 2,
column 2 shows, which (per capita) distribution is generated by this formula
within the four sample states.

Figure 1:
Tariff of the population based component of the annual grants
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_ Figure 2:
Tariff of the revenue based component of the annual grants
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3.2. Present Problems of the Annual Grants

Although the annual grants are reasonable from their general purpose as
formula based supplementary revenues, which simultaneously reduce the
vertical and horizontal imbalances of the local authorities’ own revenues, their
concrete form is most inappropriate. There are several arrangements that
violate basic theoretical requirements for the construction of grants and thus
cause highly negative effects,

3.2.1. Problems of the Population Based Component

Firstly, the population of local authorities for most purposes is an inadequate
determinant for intergovernmental transfers. If the transfers intend to reduce
horizontal imbalances within the local level, they have to abolish or at least to
diminish the fiscal residuum between the local authorities’ fiscal capacity and
fiscal need. The population in this case obviously is no proper determinant, as it
neither is causally connected to fiscal capacity nor to fiscal need.




If the transfers intend to reduce vertical imbalances between the federal and
the local level only, the population in principle can be an adequate determinant.
However, in order to be neutral with regard to the horizontal distribution, the
per capita grants in this case must be equal for all local authorities, e.g. may not
vary with the local aunthorities’ population size. The present formula instead is
very regressive, as the per capita grants are high for small local councils, but low
for larger local councils (see figure 3). This effect is especially strong, as for the
population above the ceiling of 50.000 no grants are given at all.

In table 2, column 3, this effect clearly can be noticed for the sample states:
While the annual grants per capita constantly remain below 1,00 M$ for the
larger local councils, or even below 0,50 M$ (for the large District Councils of
Johore Bahru, Petaling Jaya, Klang and Kota Bharu), they exceed 5.00 M$ and

more for small District Councils like Kluang Selatan, Batu Pahat Timur, Sepang,
and Ulu Kelantan.

Figure 3:
Per capita tariff of the population based component of the annual grants
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This distribution of per capita grants only could be accepted under two
assumptions:

1. from the allocative point of view the per capita differences were justified if
they would match the local authorities’ cost functions, i.e. if the cost for the
local services would follow the same (regressive) shape as the per capita
grants;

2. from the distributive point of view per capita differences were justified, if they
would match the local authorities’ fiscal residuum, e.g. if the small local
councils generally would have a higher negative residuum than the larger local
councils (e.g. were more needy).

If we first evaluate the allocative argument, there is little evidence to
theorize that the per capita costs co-vary with the per capita annual grants:
There are only few local services which are as regressive as the annual grants;
for most local services linear or progressive cost functions are common and for
the overall cost function of local services a regressive shape can be excluded
definitely.”* A closer look at figure 4 furthermore reveals, that for all local
councils with less than 5.000 inhabitants the annual grants per capita are
constant ($7.00 per inhabitant). To explain this with the shape of the cost
function would require constant per capita costs (e.g. independence from
population size) for the group of local councils with less than 5.000 inhabitants,
whereas up from 5.000 inhabitants the mentioned regressive function has to be
assumed. As there are no substantial arguments for such an odd cost function,
the present differences in the per capita grants cannot be justified with
equivalent differences of the local authorities’ per capita costs.

From the distributive point of view, however, prima facie a regressive shape
of the per capita grants can be sustained: As on the average the small local
councils in Malaysia probably lack more revenues (per capita) than the larger
local authorities, a correlation between the local authorities’ size and its fiscal
residuum is probable. -- A closer examination shows however, that the popula-
tion still remains an inappropriate determinant for the differentiation, as it is
only loosely correlated with the (per capita) fiscal residuum. This is not
surprising as neither the local authorities’ fiscal capacity nor their fiscal need are
considered explicitly, when the per capita grants are differentiated according to
population size.> As the neediness of the local councils therefore correlates

31 See FOSTER ET AL 1980, p. 569, and p. 2591f. with further quotations of empirical research.

32 Within local councils of the same size for instance there is no differentiation of per capita
grants, although the fiscal residuum can vary considerably between local authorities of the same
size.




much looser with the population size than with other attributes, the population
size is no proper criterion for the diminishing of the fiscal residuum, but should
be substituted by better determinants.®

3.2.2. Problems of the Revenue Based Component

By including the local authorities’ own revenue as a second determinant of
the annual grants it was intended to encourage the local authorities’ efforts of
raising their own revenues. In general, this idea is right, as at present there are
only few incentives for the local authorities in Malaysia to stress their own
revenue bases.

The operationalization of the idea, however, again is most inappropriate and
contains a whole bunch of mistakes. Firstly the absolute revenues are considered
instead of the per capita revenues, secondly the revenues are not adjusted for
differences in fiscal capacity (and fiscal stress), thirdly they are not adjusted for
differences in fiscal need and finally the regressive grants tariff causes
unsystematic distortions.

3.2.2.1. No Adjustment for Differences in Population Size

The first and most obvious mistake of the revenue based component of the
annual grants is, that the amount of grants is determined by the local authorities’
absolute revenues, but not by its per capita revenues. Therefore local councils
with equal absolute revenues receive the same absolute amount of grants,
although per capita this will lead to different values, if the population size of the
local councils differ.

To illustrate this effect, a numerical example is constructed, which compares
two authorities A and B with different populations of 10,000 and 20,000 inhabi-
tants (table 3). To reduce it to the point, it is assumed that the local authorities
receive (property) tax as the only kind of own revenues. Furthermore it is
assumed, that the per capita tax base (values of properties) of A is 10 §, whereas
the per capita tax base of B only is 5 $. If both local authorities stress their tax
base equally (by applying a tax rate of 10 % and by enforcing the total collection,
e.g. arrears of zero), both A and B will yield absolute revenues of 10.000 §.

According to the present grant formula, also both local authorities then
receive absolute annual grants of 10.000 $. Per capita, however, A receives 1.00
$, whereas B only receives 0.50 $. The local authorities are treated differently,
although they stress their revenue bases equally (by 10 % tax rates)!

33 Those determinants are suggested in KOPS 1988d.
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Table 3:
The local authorities’ own absolute revenues
as an inadequate determinant for the annual grants

Fictitious local authorities

A B

Inhabitants 10,000 20,000
absolute Revenue base 100,000 $ 100,000 $
per cap Revenue base 0% 5%
“Fiscal stress" (Tax Rate) 10 % 10 %
per cap Revenues 18 0.5%
absolute Revenues 10,000 $ 10,000 $
./.Arrears 0s 0s
abs. Revenues ./. Arrears 10,000 $ 10,000 $
abs. Annual Grants 10,000 $ 10,000 $
per cap Annual Grants 1% 0.5 %
per cap Revenues+Grants 2s 1.0%

3.2.2.2. No Adjustment for Differences in Fiscal Capacity

This incapacity to adjust for differences in population size is a consequence
of the more general deficiency, that the grants do not consider differences in the
local authorities” efforts to raise own revenues (level of fiscal stress). Instead the
grants are determined by the local authorities’ actual revenues, which are not
only determined by the local authorities’ revenue base (fiscal capacity) but also
by their fiscal stress.

To illustrate this point, another example is constructed with three local
councils A, B, and C (table 4). Influences of the population size are excluded by
assuming that they all have the same number of inhabitants (10.000). It also is
assumed, that their revenue bases are different: A has a tax base of 100.000$ (10
§ per capita), whereas B and C have a tax base of 200.000 $ (20 $ per capita).
Finally it is assumed, that there also are differences in the degree of fiscal stress,
e.g. in the tax rates and/or the degree of enforcement of tax collection. A applies
a tax rate of 10 %, whose collection is enforced completely (no arrears), B
applies a tax rate of 5 %, also without arrears, and C applies a tax rate of 10 %,
but collects only half of it.
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Although A has a lower revenue base than A, under this assumptions the
actual revenues are the same for all three local councils (10,000 $). A
compensates its lower revenue base by applying a higher tax rate and higher
enforcement of the tax collection, respectively.

Table 4:
The local authorities’ own actual revenues
as a product of fiscal capacity and fiscal stress

Fictitious local authorities
A B c
Inhabitants 10,000 10,000 10,000
absolute Revenue base 100,000 $ 200,000 & 200,000 $
per cap Revenue base s 20 8 208
“Fiscal stress" (Tax Rate) 0% 5% 0%
per cap Revenues 18 18 2s
absolute Revenues 10,000 $ 10,000 $ 20,000 $
./ .Arrears 0s 0s 10,000 $
abs. Revenues ./. Arrears 10,000 $ 10,000 $ 10,000 $

In order to eliminate such differences in fiscal stress, a proper grant formula
should not consider the actual revenues but the potential revenues, e.g. the
revenue base. Differences in fiscal stress thus would become irrelevant as extra
revenues because of high fiscal stress would not reduce the grants and missing
revenues because of low fiscal stress would not increase them.

Although the level of fiscal stress in Malaysia varies considerably™ and this
theoretical requirement thus is of high empirical relevance, it is not fulfilled by
the annual grants. The annual grants instead are determined by the local
councils’ actual revenues, leaving aside that the fiscal effort to yield these
revenues may be different.

Thus the local authority A of our last example, which applies high tax rates,
but because of its small revenue base is not able to yield high revenues, receives
the same amount of annual grants (10,000 $) as B and C, which apply only low
tax rates, or do not enforce complete collection, respectively (table 5).

34 See ibid, and REIDENBACH 1988.




Table 5:

The local authorities’ own actual revenues

as an inadequate determinant for the annual grants

Fictitious local authorities

A B [
Inhabi tants 10,000 10,000 10,000
absolute Revenue base 100,000 $ 200,000 $ 200,000 $
per cap Revenue base 08 20 % 208
"Fiscal stress® (Tax Rate) 10 X 5% 10 X
per cap Revenues 1% 18 2s
absolute Reverues 10,000 $ 10,000 $ 20,000 %
.f.Arrears 0s 0s 10,000 $
abs. Revenues ./. Arrears 10,000 % 10,000 $ 10,000 $
abs. Annual Grants 10,000 $ 10,000 $ 10,000 $
per cap Annual Grants 1% ts 1%
per cap Revenues+Grants a3 2s 2s
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The annual grants therefore punish local councils, which because of their
low revenue base cannot raise high revenues, even if they highly stress this
revenue base. The annual grants formula therefore simply is not fair®® or - in
other words - it does not fulfill the distributional requirements of properly
constructed intergovernmental grants. -- Over and above, also its allocative
effects are suboptimal, as the incentives to intensify the own revenue were
higher, if the grants were only differentiated according to the local authorities’

fiscal capacity.

35 If the present procedure of the annual grants were transposed to the private sector, ic. a

father would equally have to support his two sons, both having an insufficient own income,

although the one might not we able to earn a sufficient income because of missing capabilities

(qualifications, iliness), whereas the other just might be too lazy.




T

3.2.2.3. No Adjustment for Differences in Fiscal Need

In order to keep the examples instructive, differences in the local authorities’
fiscal need were left aside. Actually those differences exist, however, as the local
authorities’ functions as well as their costs vary for several reasons.* The present
annual grant formula does not consider those differences. Local councils, which
because of special burdens (i.e. high deficits in infrastructure, supraregional
duties, high unemployment rates etc.) have a high fiscal need, ceteris paribus
receive the same amount of annual grants as local councils with a low fiscal
need. The negative allocative and distributive effects of the imbalanced
(horizontal) distribution of the local councils’ own revenues therefore cannot be
corrected by the annual grants.

3.2.2.4. Inadequate Regressiveness of the Grant Tariff

The annual grants vary with the amounts of own revenues. The tariff is
proportional within different ranges. In the range of 1 to 10,000 $ a local
authority gets one dollar of grants for every dollar of own revenues; for every
dollar in the next 40,000 § collected, it gets only 0.50 $, and for every dollar in
the next 50,000 § collected, it gets 0.10 $. For own revenues exceeding 100,000 $
(10,000 $ plus 40,000 $ plus 50,000 $), no annual grants are given at all.¥” -- As
this is a "step-proportional” grants tariff, the per capita tariff has a regressive
shape: Once the own revenues exceed 10,000 $, the grant per dollar own reve-
nues decreases (figure 4). A local authority with 20,000 $ of own revenues thus
receives 0.81 § grants per 1.00 $ own revenues, with 50,000 § it receives 0.60 $,
with 100,000 it receives 0.35 $, and with 300,000 it receives 0.12 $.

% For the reasons and types of differences in fiscal need see KOPS 1988a, KOPS 19884,
37 Compare figure 4, above.
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Figure 4:
Per capita tariff of the revenue based component of the annual grants

Present Formula, in Ringgit per capita
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To justify this shape of the grants tariff as being equivalent to the local
authorities’ varying needs would require, that the costs of local services are
equal for local authorities with 1 to 10.000 $ of own revenues, and then
constantly decrease. There is no economic reason to assume such a relation
between cost and own revenues, especially if it is realized, that the grant formula
does not consider the revenues per capita, but the absolute revenues. The

present annual grant formula thus can by no means be Justified with similar cost
differences.

The regressive grants tariff also cannot be justified with the argument, that
local councils with low revenues have a higher (negative) fiscal residuum (e.g.
are more needy) than local councils with high revenues. If at all, such a relation
only could be presumed for per capita revenues, but not for absolute revenues.

The only (weak) attempt to justify the regressiveness of the grant tariff is the
double assumption of a correlation between (absolute) revenues and population
size (which empirically is confirmed), and a simultaneous correlation between
population size and neediness (which seems to hold in Maiaysia). In this case
local authorities with high (absolute) revenues actually are less needy and the
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regressive grants tariff were justified in general. However, the objections against
the determination of the population based component of the annual grants®
would have to be repeated: There are much better indicators of a local autho-
rities fiscal need than its population size. Even if the double assumption holds,
the distributional effects of the revenue based component of the annual grants
thus remain exotic.

Table 6:
The regressive tariff of the annual and its obscure effects
for local authorities of different population size

Fictitious local authorities
A 8 C
Inhabitants 5,000 50,000 500,000
absolute' Revenue base 50,000 $ 500,000 $ 5,000,000 $
per cap Revenue base 10 $ 108 108
"Fiscal stress" (Tax Rate) 10 % 10 % i0 %
per cap Revenues 18 1% 18
absolute Revenues 5,000 50,000 $ seo 000 $
./.Arrears 0s 0os 0s
abs. Revenues ./. Arrears 5,000 & 50,000 $ 500,000 $
abs. Annual Grants 5,000 $ 35,000 $ 35,000 %
per cap Annual Grants 1% 0.70 8 0.07 &
per cap Revenues+Grants 2% 1.70 ¢ 1.07 %

Table 6 illustrates these odd effects with three fictitious local councils A, B, and
C, which per capita have equal revenue bases (of 10 $), apply an equal fiscal
stress (of 10 %) and thus also have equal revenues (of 1 $). We furthermore
assume, that also their fiscal need is equal, although this is not relevant for the
annual grants and therefore is not included in Table 6.

As the per capita values for all relevant variables under these assumptions
are equal for A, B, and C, one should expect, that the local councils per capita
also receive the same amount of grants. With the revenue based component of
the annual grants in Malaysia this, however, is not true: A receives 1.00 $ for
each inhabitant, B receives 0.70 $, and C receives 0.07 $. After the distribution of
the grants, the originally equal financial position has become different: A has

3 See chapter 3.2.1.
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total revenues (own revenues plus grants) of 2.00 $, B of 1.70 $, and C of 1.07 §.
A thus has become almost twice as rich as C, although there is no difference
between the Jocal councils, which could justify this unequal treatment.

3.3. Recommendations to Improve the Annual Grants

Both the population based component and the revenue based component of
the annual grants suffer such numerous and severe mistakes, that recommen-
dations for their improvements are equivalent to a complete reconstruction.

The population based element of the annual grants has to be criticized as the
local authorities’ population generally is a weak determinant for intergovern-
mental transfers. If at all, it only can be justified for a vertical redistribution,
which horizontally is neutral, e.g. does not change the fiscal positions within the
local level. In this case, however, the regressive tariff of the present annual
grants would have to be replaced by a linear tariff; also the present ceiling would
have to be abolished. Although the population based annual grants would cause
less deformities after these modifications, they still would remain suboptimal, as
they were not able to improve the presently imbalanced horizontal distribution
of the local authorities’ own revenues. To fulfill this task, a total reconstruction
of the grants is necessary, as attributes of the local authorities and of the local
authorities’ fiscal need to be included.

The revenue based component of the annual grant contains so many obvious
faults that it surprises, how these arrangements managed to pass the political
decision processes. This component of the annual grants thus needs even more
radical corrections than the population based component. Afterwards nothing of
the present arrangements would be left.

4, The Arbitrary Distribution of Conditional Grants

4.1. Present Institutional and Financial Regulations

In contrast to equalizing grants, whose purpose is the reduction of (vertical
and horizontal) imbalances between fiscal capacity and fiscal need, conditional
grants shall correct public authorities’ suboptimal allocative decisions.®® As
reasons for such suboptimal decisions the theory of public finance distinguishes
1. the existence of ‘external‘ effects (spill-overs) and 2. a systematic under-valua-
tion or overvaluation of the benefit of certain public goods:

¥ See ACIR 1977; MUSGRAVE 1980, p. 532ff.
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ad 1: Some goods cause (positive or negative) external effects for people,
who do not participate in the decision process about the allocation of these
goods.40 Although these external effects sometimes can be avoided by shifting
the decision competences to another federal level, there are some goods with
multiple benefits of (regionally) differing extensions*!, for which those external
effects always appear, no matter how the decision competences are allocated.
Conditional grants in this case are a means to internalize those external effects.
They are given to public authorities, especially to local councils, under the
condition, that the receiving authority spends the money according to the
directives of the donating authority. The donor thus can correct the receivers
decisions, e.g. can avoid misallocations, which without those directives would be
caused by the goods’ external effects.

ad 2: Some local goods are systematically underestimated or overestimated
by the local councils, which do not consider national targets sufficiently, but
emphasize the interests of their population.’? Taking pattern from a similar
phenomenon in the private sector, where these goods also are called "merit"
goods and "demerit goods™?, the adjustment between the perceived and the
"true" benefit can be accomplished by conditional grants: the output of "merit"
local goods can be increased, if they (partly) are paid by other (donating)
authorities,*

o Examples are public facilities, which also are used by the citizens of neighborhood districts
(positive spill-overs), or sewerages of a local councils, which cause water pollution in a second local
authority, being located downstream the first one (negative spill-overs). Other local goods even
have national spill-overs, e.g. cause positive or negative effects for the whole country, Examples
here are local roads, which cause benefits with regard to the nationwide transportation system, or
have positive stimuli for the national growth.

o Large development projects like bridges e.g. cause at least two types of benefits: For on¢ part
they create benefits for the population within a (smaller) region, in which the public facility is used,
for the second part they cause stimulative effects for the economy of a broader area, possibly for
the whole national economy.

%2 The benefit of a new bridge i.c. will be overestimated by a local anthority, being eager to
provide this accommodation to its citizens, compared to the federal evaluation, which is able to
evaluate the benefit of the bridge within the nationwide transportation system and thus is able to
choose the best location of the bridge with respect to its highest benefit.

%3 The idea of "merit" and "demerit” goods first was elaborated for private goods. It was argued,
that the benefit of some goods (milk, education) systematically is underestimated by consumers;
whereas the benefit of other goods (drugs, gambling) systematically is overestimated. According to
this opinion, merit goods therefore should be provided free or at least should be subsidized by the
state, demerit goods on the contrary should be forbidden or at least be taxed. For details of the
merit goods theory, its problems and restrictions se¢ i.c. MUSGRAVE 1980, p. 84ff.

* The opposite case of reducing the output of demerit goods is scldom practiced because of
political and constitutive difficulties. It would require that the local councils, which produce
demerit goods, would give away grants to other authorities (normally to the federal authority).
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As those conditional grants thus have a legal function, they are common in
almost all federative countries. Also in Malaysia they can be found, both as
federal grants and states grants. They are given for socio-economic purposes
(like markets, stalls, hawker centers etc.), infrastructure (like roads, drains, small
bridge building and repairs etc.) or beautification and cleanliness (e.g., tree
planting, dumping grounds, landfills, tourist projects etc.),’ and in general can
be considered as merit goods or goods with positive external effects.

Federal conditional grants (development grants) are limited to a maximum
of 400,000 M$ per project.* Initial submissions of local councils totalled 2.2
billion M$ for the current (Fifth) Malaysian Plan. This total was cut down to 146
million M$ in discussions between the Ministry of Housing and Local Govern-
ment, the states and the local authorities, and it was further reduced to 40
million M$ in the plan itself. In connection with oil prices, the plan total was
even further reduced in 1987 to the present plan total of 20.68 million M$.47

Federal development grants are administered by the Ministry of Housing
and Local Government, but also involve the Economic Planning Unit and the
Ministry of Finance. The Ministry of Housing and Local Government first
discusses the projects to be financed from the list of projects included in the
Fifth Malaysia Plan with the Economic Planning Unit. After the latter’s
approval, it puts a request to the Ministry of Finance, which decides on an
overall allocation for the purpose. The 1988 allocation, initially set at 4.5 million
MS, now totals 7.637 million M$.® The Ministry of Housing and Local Govern-
ment then selects the projects to be funded. It makes sure that preconditions for
implementation are met, e.g., land and the necessary plans are available.
Unspent allocations lapse at the end of the budget year.*

State development grants "have been used in Kelantan but appear to be an
relatively new phenomenon in the other states." For 1988 Kelantan appropria-
ted 2.8 million M$, of which each district council receives 250,000 M$, and the
municipal council of Kota Bharu receives 500,000 M$. Melaka for 1988 appro-
pria-tes 1 million M$ for development grants, which also are equally divided
between its local authorities. Beside this, Melaka also supports specific projects

% See WORLD-BANK-REPORT 1988, p. 13.

6 This limit was set by the National Financial Council during the Forth Malaysia Plan,
Additional, lower limits for roads and drains (150,000 M$) and for beautification projects (100,000
MS$) were set by the Economic Planning Unit.

7 Ibid.
8 Ibid.
9 Ibid.
%0 Ibid.
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of the local councils, especially if they are tourist-orientated.! Johor also
supports local councils in specific development projects "but appears to do so
through their inclusion in the state budget, not with a general development
grant>? In all states the distribution of conditional grants seems to be rather
unsystematic and arbitrary. Ad hoc decisions are preferred to explicit regula-
tions.

4.2, Problems

Conditional grants are vindicated in general, as they are an instrument for
the internalization of external! effects and for the support of "merrit" (local)
goods. Thus they can be given for projects, which cause supraregional growth or
for local facilities, whose benefits spill over the local authorities’ boundaries. In
order to secure these allocative targets, it also is justified that these grants are
conditional, e.g. connected to regulations about the purpose of the grants and
the way, in which the grants are spent. However there are some presuppositions
for conditional grants; and some provisions must be met in order to distribute
them suitably.

4.2.1. The Limited Justification of Conditional Grants

First of all, conditional grants only are superior to non-conditional grants, if
the assumption holds that the allocation of the grants really is bettered by the
imposed usage conditions. This in turn requires, that the authorities, which
impose the conditions (states and federal government), have a better informa-
tion level and better decision capabilities to evaluate the local goods "true"
benefits than the receiving local authorities.

Although this view is frequently exposed, supporters of a federative, decen-
tral decision structure oppose it. Instead they argue, that the local authorities
have a better knowledge of the local peculiarities, i.e. regional cost and need
differences. From this point of view conditional grants, which enforce central
allocation decisions, only deteriorate the autonomous decisions of the local
councils.

Even if the assumption of inferior decision capabilities of the local councils
were true, it were no sufficient argument for imposing regulations, if the inferior
decision capabilities only are caused by insufficient revenues of the local
councils. In this case the local decisions should not be corrected by central
interventions, but the local authorities should be enabled to improve their
decision capabilities (i.e. to hire more staff, to train the present staff, to improve

51 Ibid,
32 Thid.
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their information base etc.) by increasing their revenues. Only if their decisions
remain suboptimal also with a sufficient financial and personal equipment,
central interventions by means of conditional grants are justified: In this case the
suboptimal decision capabilities are caused systematically, e.g. by external
effects or goods attributes, which are not taken into account by the single local
councils, but have to be considered from the supraregional and national point of
view.

In Malaysia the inferior decision quality of the local authorities mainly
seems to be caused by their past shortage in financial and personal resources,
which prevented them to elaborate the same administrative qualification as the
higher federal levels.® Only in few cases an intervention of the higher federal
levels is justified systematically, e.g. by the characteristics (external effects) of
the public goods, which have to be provided. In this regard the requirement of
central control and intervention by means of regulations as well as by imposing
conditions on grants will decrease, if the proposed downward shifting of
resources has enabled the local authorities to improve their administrative
capabilities, A high share of the presently conditional grants then can be
abolished or changed to unconditional grants.

This long run perspective left aside, the opinions about the necessity of
central interference and thus also about the justification and limitations of
conditioning grants always will remain disputed. External effects, (de)merit
goods, systematic defects of local decisions and decision qualities are categories
too abstract to be determined exactly and finally. In federal states discussions
about these questions and varying opinions over time therefore are common.
The traditionally high evaluation of centralistic ideas, which is characteristic for
Malaysia,* might explain, why the conditioning of grants is hardly questioned in
depth and not even criticized by the local councils themselves. A gradual
increase of more decentralistic ideas, however, hopefully will provoke that
conditional grants really are restricted to the few cases, in which a central
interference is justified systematically.

33 See KOPS 1988b.
3 See ibid.
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4,22, Irrational Distribution of some Conditional Grants

According to their function, the conditional grants should shift expenditures
from a suboptimal (low) extent, which the local authorities would realize, to a
higher extent, which is optimal, if external effects and merit good components
are taken into account. The amount of conditional grants thus is determined by
its requested allocative effects. In contrast to equalizing grants, the redistributive
effects of conditional grants therefore are no target per se, but only a conse-
quence of the allocative purpose.*

The present practice of several states, which distribute their development
grants equally between all local authorities, even without regard to differences in
population, from this perspective has to be criticized. It neither can be sustained
with allocative nor with distributive arguments:

- To defend an equal distribution of grants with allocative targets would imply
equal external effects and/or merit goods for all local authorities. This - at
least - is very unlikely.

- The examination of the annual grants has demonstrated already, that grants,
which neither consider fiscal capacity nor fiscal need, are not capable to reduce
the local authorities’ fiscal residuum. If differences in population size are not
taken into account, it on the contrary is possible, that the horizontal imbalances
are even increased. In any way the distribution then is unfair, as the local
authorities with small populations per capita receive higher grants than the
local authorities with large populations.

As this method to distribute the grants equally among the local authorities
neither fulfills allocative nor distributive requirements, it simply is irrational.

4.2.3. Discretionary Distribution of most Conditional Grants

The only advantage of an equal distribution of conditional grants is its
formalization. Once the overall sum of the grants is determined, a simple
division by the number of local councils tells the amount, which is assigned to
each of them, and allows them a clear entitlement. This advantage, however, is
no sufficient excuse for the mentioned allocative and distributive faults,
especially as formalization not necessarily means simplicity, but only requires

3 It even may happen, that the distributive effects of conditional grants contradict the
distributive targets (i.e. if the allocative targets require to channel high conditional grants to local
authorities, which already have high own revenues from taxation). Even in this case the distortion
of distributive targets can be accepted, if the allocative target is evaluated as more important.
However, it is possible and advisory, to correct these distributive distortions later by appropriate
equalizing grants,
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that the grants are determined by explicit criteria and rules and not by
discretionary factors.

Except the conditional grants, which are distributed equally, most other
conditional grants, most conditional grants of the states do not fulfill this criteria.
According to a recent investigation of the World-Bank, which examined the
development grants, which are given by the states, "neither specific amounts nor
procedures for project selection, approval and fund disbursement could be
established in any of these states." The same is true for the development grants
of the federal government, which seem to favour special projects,” but do not
apply explicit criteria for its selection.

This lack of formalization has several disadvantages:

1. The local authorities can hardly foresee, if an intended project has a chance of
being subsidized by development grants, and how high the grants eventually
will be. This complicates the local authorities long-time planning. This
uncertainty is even increased, as the overall amounts devoted for grants by the
federal government and the states from one year to the other vary consider-
ably.® Thus it may happen, that no grants are given for intended projects,
although similar projects in the past were supported by grants,

2. Lack of formalization hinders the receiving authorities to entitle grants and to
enforce its payment. By this the donating authorities gain political power, as
their arbitrary and illegitimate decisions cannot be dismissed.

3. As the criteria for being subsidized are unknown or at least not transparent,
local authorities will apply for grants, although the respective projects are not
considered eligible by the states or the federal government. This causes
unnecessary administrative efforts and is a waste of public resources, which
could be avoided by explicit and transparent rules about the eligibility of
development grants.

4. On the other hand other local authorities will renounce to apply for grants, as
they - wrongly - think, that the projects in question will not be subsidized. In
this case reasonable projects eventually will not be realized, although they would
have been supported by development grants.

% WORLD-BANK-REPORT 1988, p. 13.

%7 According to the WORLD-BANK-REPORT 1988 (p. 13), MHLG at the moment gives
preference to socio-economic projects.

58 LENZ 1986, p. 25.
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5. Intransparent or missing criteria for the distribution of grants facilitate political
interferences. In order to gain higher grants for the represented authorities,
politicians are encouraged to exert political pressure upon the administration.
Development grants then are not (only) determined by substantial considera-
tions, but (also) by political and personal interests. This is especially true for
Malaysia, where - due to several reasons - political interferences traditionally
are a common practice.”

6. As the politicians of the richer and more influential authorities usually are
more capable to enforce these interests, the discretionary distribution of
grants often does not cure (regional) dissimilarities, but even intensifies them.

4.3. Recommendations

An evaluation of the conditional grants, which are given by the federal
government and the states, would require empirical investigations. Several case
studies would have to be carried out, to find out its allocative and distributive
effects. As this task would exceed the scope of the present study, only some
general recommendations are given with regard to the above mentioned short-
comings.

First of all, conditional grants should be restricted to those cases, where they
correct external effects or support "merit" (local) goods. If grants are given as a
substitute for own revenues or as corrective of its horizontal imbalances, they
should not be bound to conditions. Conditions in these cases would be an
illegitimate instrument of controlling and disciplining the local councils. Federal
and states governments therefore should critically check for all conditional
grants, if conditions really are justified. If this is not the case, they should be
changed to non-conditional grants.

If conditional grants are restricted to their legal purpose (to correct
suboptimal allocation decisions), also the irrational practice to allocate equally
high grants to all local councils, which can be observed in some states of
Malaysia, will end. Besides the fact, that this practice leads to odd results with
regard to the per capita values, this distribution neither fulfills allocative nor
distributive requirements.

9 See KOPS 1988b.

29




30

Thirdly, the intransparent and discretionary allocation, which in Malaysia is
common for the majority of states and federal grants, should be replaced by
transparent and explicit allocation rules. In order to narrow variations from
year to year, these rules also should determine the absolute amounts of money,
which the federal and states governments each year provides for grants.*

These measures would allow the local authorities to plan their budgets, it
would avoid costs of unsuccessful grant applications, and would render the
attempts of local politicians more difficult, to influence the administrative
distribution of grants,

5. The Overloaded Function of Balancing Grants

S.1. Present Institutional and Financial Regulations

Balancing grants intend to balance out revenue and expenditure in the
operational budget, in order to secure the fulfillment of the local authorities’
most urgent functions. As they mainly are used for emoluments, they also are
called "salary grants", According to this purpose, the distribution of the balancing
grants is not determined by explicit characteristics, but by the amount of the
local authorities’ actual budget shortfalls. Balancing grants therefore are
distributed more "occasionally" than "systematically”,

In Malaysia, balancing grants are not practiced by the federal government,
but only by some states. According to our survey, the local councils of three of
the four sample states (Johore, Kelantan, and Selangor) were granted this type
of financial aid, although the amounts (per capita) were rather low: 0.65 M$ in
Johore, 2.97 M§ in Selangor, and 1.69 M$ in Kelantan (see table 2, above).5!

% Several solutions can be imagined to reach this target. E.g. the amount of grants could be
determined as percentage of the federal (states) budgets. A less restrictive rule would allow the
donating authorities to vary the percentage of their budget, which they devote for grants, but only
within a limited range. A third solution would restrict the variations, by limiting the increase
(decrease) compared with the preceding years.

61 As in Johore these grants are determined according to an explicit formula, which includes the
local authorities’ population, the number of houses, and property tax assessments per person, they
are not in accordance with the above explained function as discretionary corrections. Strictly
speaking they therefore should not be included in the category of balancing grants (sce below).
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5.2. Problems

Balancing grants serve the legal function to cure budget shortfalls of public
authorities and thus to secure, that public authorities can fulfill their statutory
tasks, especially pay their emoluments and other obligations. The necessity of
balancing grants for local authorities depends on the quality of their own
resources: If the own resources are sufficient and flexible, budget shortfalls will
seldom appear. They never can be excluded totally, however, as not all events
can be anticipated and corrected by the local revenue system.

According to this function as a corrective for unforeseeable events, balancing
grants also are called "fire-brigade grants": They only have to be given in
exceptional situations. To request balancing grants to correct systematic and
permanent structural distortions of the local authorities’ own revenues thus
would overtax its functions. Grants which are determined by explicit factors, like
the "balancing grants” in Johore, therefore in fact are no balancing grants in this
sense, but are equalizing grants of the type, which in the following chapters are
examined in detail.

Unlike equalizing grants, balancing grants should be given only temporarily,
and should not become permanent. Actually, they fulfill its functions the better,
the sooner they become unnecessary. Balancing grants therefore have to abolish
the cause for its necessity, e.g. of the budget shortfalls, by imposing appropriate
regulations on the afflicted local authorities. In other words - they have to be
conditional.

In Malaysia, these requirements for balancing grants are not fulfilled in
many cases. Regulations to abolish budget shortfalls and to avoid their reoc-
currence either are missing completely or are not sufficient. Balancing grants
thus only cure the symptoms, but not the roots of the local authorities’ budget
deficits.

5.3. Recommendations

In general balancing grants fulfill a legal and necessary function. However
they should be kept as low and as short as possible and should be restricted to
balance inescapable deficits, which are due to unforeseeable variations of reve-
nues and expenditures.

The first and best remedy to reach these targets is the improvement of the
local councils’ own revenues. In this regard former recommendations have to be
repeated, to correct the present vertical distribution of public revenues by

52 An example on the revenue side is an unexpected decline of assessment tax as consequence of
the loss of properties (i.c. through fire); an example on the expenditure side is be an unexpected
expansion of certain expenses, i.e. for roads, which were destroyed by a nature catastrophe.
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increasing the local councils’ share and to increase the present horizontal
distribution within the Jocal level by considering (differences in) the local coun-
cils’ structural needs.

Secondly, more attention should be paid to keep balancing grants tempora-
rily. To reach this target, they should be connected to appropriate conditions:
These can be regulations about the local authorities’ expenditure behavior,
which e.g. enforce the reduction of emoluments or a more efficient accomplish-
ment of certain functions, and regulations about the local authorities’ revenue
policy, which i.e. require the application of higher tax rates or the collection of
more fees.

Also an anticipatory contrel is suggested.®® In this case the local authorities
have to submit their budget plans to the states, which control and approve it. In
the long run the local councils should be enabled, however, to avoid budget
deficits on their own. Control and supervision therefore should be accompanied
and gradually substituted by advice, training and other assisting tools (example
budgets, budget directives and comments etc.).% This reduces the danger, that
budget shortfalls become permanent for some local councils, or even are encour-
aged, when balancing grants are perceived as a regular source of revenues.

6. Consequence: Modification of the Present System

of Intergovernmental Transfers

On the whole the intergovernmental transfers which presently exist in
Malaysia must be evaluated negatively. As most grants are not constructed
properly, they cannot cure the imbalanced horizontal distribution of the local
authorities’ own revenues, which in another paper has been described as a
fundamental malaise of the present local revenues.®® On the contrary some
grants even extend the hori-zontal distortions:

- Especially the annual grants contain so many faults, that they cause extreme
queer distributive and allocative effects. The only advantage of these grants - to
be cynical - is the possibility to terminate them and thereby to save money,
which can be used to finance more properly constructed equalizing grants.

- The design of the road maintenance grants is less faulty in general, but contains
several minor mistakes, which need to be corrected: The records of the 10ads,
which are eligible for these grants, should be updated, confusions about the
competences to maintain the roads must be terminated, a complete forwarding
to the road authorities should be enforced, the mileage rate should cover the

©3 This solution e.g. is practised in West Germany.
% Eor possible forms of federal assistance see VELOO, n.d., p. 9ff.
8 See KOPS 1988b.
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full actual cost of road maintaining, and the grants should be differentiated
according to different types of roads.

- Conditional grants are not restricted to their legal purpose, to correct external
effects and to support merit goods, but often are used to control and discipline
the local authorities. Furthermore the conditional grants in some states are
distributed irrationally, as all local authorities receive equal (absolute)
amounts; most other conditional grants are distributed discretionary, e.g.
without applying explicit and transparent criteria.

- Balancing grants, which also are justified in general, are not distinguished
sufficiently from equalizing grants or even confused totally. They also are not
sufficiently accompanied by remedies, which cure the true causes of the local
authorities’ budget shortfalls, but only cure the consequences.

With regard to the vertical distribution all grants are appreciated, as they
shift revenues from the federal level and the states level to the local level and
thus reduce the existing vertical imbalances.% The overall amount of grants,
however, is much too small to achieve this target sufficiently. In 1987 i.e. in the
four sample states of Johore, Selangor, Kelantan, and Pinang, which were
included in our survey, the annual grants averaged to 1.53 M$ per capita; for the
road maintanance grants the respective amount was 1.42 M$, and even if all
(operational) federal and states grants are taken together, they on the average
only sum up to 8.66 M$ per capita (see table 2). The downward shifting of
revenues to the local authorities therefore must be intensified. Properly
constructed equalizing grants, as they are suggested by the GTZ, are an
appropriate instrument to achieve this target.

% For a critique of these vertical imbalances see ibid.
%7 See ibid and REIDENBACH 1988.
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Equalizing Grants for the Local Authorities in Malaysia
- Method and Results -

by
Manfred Kops

Geselischaft fiir Technische Zusammenarbeit, West Germany;
Ministry of Housing and Local Government, Malaysia

1. Introduction’

As the territorial reorganization of the local authorities has almost been
completed and their legal functions have been widened considerably by appro-
priate laws, important presuppositions for a broad and viable local administration
have been created. However the most important condition, a sufficient provision
with financial resources, has not yet been realized: The by far biggest share of
national revenues still goes to the federal government? The local authorities
therefore cannot cover many of their statutory functions and - more important - of
the functions which because of the local character they could cover more
efficiently than the federal level, if the necessary resources in money and
manpower were given to them. Instead the local authorities in Malaysia suffer
from an extreme shortage of money, which leads to a unsatisfactory performance
of many, even basic local functions, and to a unnecessary reduction of the standard
of living.

To make things worse, the distribution of the few resources that are channeled
to the local level also is inappropriate. E.g. neither the own local revenues nor the
supplementary grants are distributed according to the local authorities’ different
fiscal need. Thus in few local authorities, especially in the urban areas at the west
coast of Peninsula Malaysia, local services are comparably overprovided, whereas
in other local authorities, especially in the rural areas at the east coast, even the
most elementary local services are not supplied.

This imbalanced vertical and horizontal distribution of revenues best could be
corrected by widening the local revenue base, especially by tax sharing. As this
solution at present probably could not be realized because of centralistic objec-
tions, the introduction of equalizing grants is suggested as a second best solution.
As this type of grants diminishes differences between the local authorities’ own
fiscal capacity and fiscal need, they correct the present horizontal imbalances; at
the same time they also correct the vertical imbalances, as they shift resources
from the federal government, which would be the donor of the grants, to the local
authorities.




In the study at hand this concept of equalizing grants is operationalized, e.g.
fiscal capacity and fiscal need are measured with special reference to the peculiari-
ties of the local authorities in Malaysia, and the method and degree of equalizing
the difference between the two components (the. "fiscal residuum”) is discussed.
‘Furthermore the distributive effects of the grants are described under different
assumptions about the degree of equalizing and about the volume of the grants. Fi-
nally a short-term and a long-term agenda are presented for implementing the sug-
gested solution. For the short term the abolishion of the present annual grants,
which systematically are faulty, is suggested. This money thus could be devoted for
the equalizing grants in a cost neutral substitution, and then could be increased
gradually. For the long term however a widening of the local tax base is favored.

2. Equalizing Transfers as Means for a Simultaneous Correction
of the Imbalanced Vertical and Horizontal Distribution of Revenues

Equalizing grants abolish or at least diminish the local authorities’ fiscal
residues, e.g. the difference between their fiscal need and fiscal capacity. This
concept of equalizing grants also determines the order, in which the different steps
of the concepts have to be operationalized: Firstly fiscal need and fiscal capacity
have to be measured; secondly the fiscal residuum has to be computed by
balancing these two figures, and thirdly the degree, by which the fiscal residuum is
equalized, has to be determined (figure I).

Figure 1:
Determinants and steps to determine equalizing grants
(M
measuring fiscal need measuring fiscal capacity
%)

'

balancing fiscal need and fiscal capacity:
= determination of the "fiscal residuum’

G)
¥

determining the degree of equalizing the fiscal residuum:
= determination of the equalizing grants




2.1, The Measurement of th thorities’ Fiscal Need

To measure the fiscal need of a local authority - or more general: of a juris-
diction’® - two approaches can be distinguished. The first one - which can be called
a "positive approach” - reveals the local authorities’ fiscal need by analyzing their
past expenditures; the second one - which can be called a "normative approach” -
tries to determine the local authorities’ fiscal need on the base of a normative
catalog of functions.

The positive (empirical) approach rests on the hypothesis, that (actual) expen-
ditures are a valid indicator of fiscal need. This hypothesis can be questioned, as
expenditures are no causal function of a local authorities’ fiscal need, but of its
revenues: The more revenues a local authority gets, the higher are its expenditures,
no matter, if these expenditures really are necessary or not.* On the other hand
one can argue, that in the long run the revenues of a local authority are adjusted to
its need: If a local authority is more needy than others, there will be political
pressures by the public and its political representatives to increase the revenues to
the necessary level; if a local authorities’ revenues on the other hand are too high
and lead to superfluous expenditures, the same pressures in the long run will
reduce the public revenues.

This adjustment, however, needs a political continuity and - if ever - only can
be realized in long time ranges. In Malaysia, where the structure of the local level
has been radically changed with regard to the local authorities’ territories and
functions, it is unlikely that the expenditures actually have been adjusted to the
fiscal need. The positive approach to determine fiscal need therefore seems to be
inadequate for Malaysia or at least has to be accompanied by the normative
approach.

The normative approach tries to determine the local authorities’ fiscal need by
several need indicators (need factors), that have to be selected and weighted by
political argumentation. The procedure consists of several steps, which have to be
solved in a fixed order (see figure 2).

. 1.-The -need . indicators (need factors) have to be-selected. .The selection is
determined by empirical investigations about the causal or indirect correlation
between the fiscal need and its correlates; it also includes decisions about the
politically desired distribution of the grants. This step of the procedure is
explained in the following section (2.1.1.)

2. The need indicators can be nominal, ordinal or cardinal variables. As only the
latter ones can be used directly to determine the local authorities’ fiscal need
quantitatively, all nominal or ordinal indicators have to be transformed into
cardinal variables (2.1.2.). — Besides this also for need factors, that are
cardinally already, a transformation (recoding) may be necessary to achieve the
desired distributional effects.

3. If more than one need factor is considered, the weights of the different
(cardinal) need factors have to be determined. Here an equal importance of all




need factors is possible, it also is possible however, that some factors are
assigned higher weights than others (2.1.3.).

4, To aggregate the effects of the (weighted and cardinal) need factors to one

.overall measure, a "numeraire general” is necessary. As such usually (fictitious)

-population figures are used. The (weighted cardinal) need factors then have to
be transformed into fictitious inhabitants (2.1.4).

5. The addition of the local authorities’ actual and fictitious population renders a
figure, which expresses the differences in the local authorities’ fiscal need on a
cardinal level (2.1.5.). It is called adjusted population.

6. Fiscal need in this measure, however, is expressed only relatively to other local
authorities. To use the measure for the distribution of grants, this relative
measure has to be transformed info absolute values. This is achieved by
multiplying the local authorities’ (fictitious and actual) inhabitants by a certain
absolute value (base value) (2.1.6.).

Figure 2:
The steps to calculate the local authorities’ fiscal need

1. Selection of indicators of fiscal need

.

2. Transformation of nominal and ordinal indicators
into cardinal indicators

|

3. Determination of the weights of each indicator

:

4. Transformation of weighted cardinal indicators into fictitious inhabitants

:

5. Computation of adjusted population (as sum of actual and fictitious inhabitants)
as measure of the relative fiscal need of each local anthority

I

6. Computation of each local authorities’ absolute fiscal need
by multiplying its adjusted population with a base value
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This list of suggested need factors is rather large, as it was intended to illu-
strate alternative need factors and its distributive results. The final equalizing
grants should not necessarily include all of these factors, as for some of them the
empircal data is not available at the moment and a restriction to some of the most
important need factor also is advisable with regard to the administrative costs of
the procedure.

2.1.1, The Selected Need Factors

Table 7° shows the attributes that seem to be most important for the fiscal need
of the local authorities in Malaysia and thus have been included as need factors:

the local authorities’ gazette area population,

diseconomies of scale depending on the local authorities’ size of the
(gazette area) population,

the local authorities’ status (as District Council, Municipal Council
or CityCouncil),

the local authorities’ degree of centrality,
the local authorities’ operational area population,
the local authorities’ district area population,

the local authorities’ rural population as a percentage of the total
(gazette) population,

the size of the local authorities’ district area,

the size of the local authorities’ gazette area,

the size of the local authorities’ operational area,

the ratio between the local authorities’ gazette area and district area,

the ratio between the local authorities’ operational area and district
area, and

the local authorities’ gazette population growth rate.
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Table 7:
(Nominal or ordinal) indicators of fiscal need
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2.1.2. The Transformation of Nominal and Ordinal Need Factors
into Cardinal Need Factors

To be able to transform nominal and ordinal need factors into fictitious inhabi-
.-tants and to aggregate them with other need factors they have to be "transformed”
.into cardinal variables. From the need factors suggested above, this is necessary for
diseconomies of scale, for the degree of centrality, and for the status as District
Council, Municipal Council and City Council. For other need factors, which are
already cardinal in its original form (percentage of urban population, share of
gazetted and operational areas at district area) a "recoding” is suggested to achieve
the aspired distributional effects. Table 8 shows the suggested transformations.

2.1.3. Determination of the Weights of Each Indicator

Table 9 displays the weights that are suggested by us. The gazette area popula-
tion (column 104) is listed first, as it is regarded the most important need factor
and as it serves as reference figure for all other need factors. As such a reference
figure a weight of 1.00 is assigned to this need factor. For the diseconomies of scale
(column 105) a weight of 0.50 is suggested. This means, that this factor is regarded
to be half as important as the reference factor (of the gazette population). A
higher weight would further promote local authorities with high diseconomies of
scale, e.g. mainly urban areas with large local authorities; a lower weight instead
would support rural areas with small local authorities.

Also for the status (column 106) of the local authorities (as District Council,
Municipal Council, or City Council) a weight of 0.50 is suggested. E.g. compared to
the gazette area population it is considered to be half important, compared to
diseconomies of scale it seem to be equally important. A higher weight would pat-
ronize Municipal and City Councils, a lower weight would favor District Councils.

For centrality (column 107) also a weight of 0.50 is assumed. A higher weight
would support local authorities with a centrality level above average, e.g. national,
regional and major state level, a lower weight would support local authorities with

-3 centrality level below.average, e.g. minor state, district and sub-district level.

As for the operational area population (column 108) presently no reliable data
is available, it only was included as a supplementary need factor, whereas the
gazette area population functions as central determinant of fiscal need. According
to this, only a small weight of 0,05 has been assigned to this need factor, e.g. it is
regarded to have only 10 % of the importance of diseconomies of scale, of status or
of centrality. If more reliable data about the operational area population are
available, the weight can be increased or this variable can even function as
reference variable with a weight of 1.00; the weight of the .present reference
variable than of course should be reduced.
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Table 8:
Cardinal indicators of fiscal need
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Table 9:

Weight Factors for the selected indicators of fiscal need

Status  Centra- Operal. Bistr. I Ratic [ drea (sqial
Berd o jity 4rea area @ Rurall g
1% eed  Pepy-  Popu- I letal 1 Di- Ga- opere-
s latien latien [ Gazeliel siric zetle tiesai zelles inall
fities 1950 (980 ! Papul, 1 Area Area drea Bstrcd fstrcd
el SRt
106 147 108 TR G 3 S 4 S 1 9
i I--
{78} (79 20y {81y 1 {84 1 [ES) i)
———————— I-- -1
f.5 {1,548 0.5 048 8,02 TR I A
5 8,50 .50 645 .62 g 085 5.8
54 .59 ey 003 842 G0 0% 0.1
5i .50 5,56 0,05 0,87 0.4 G g
54 5,59 30 6. 0,02 a4 005 .10
&, 50 8,50 T I O 0.0 9.4 bAT Bl
] 3,50 0.5 0.5 0.02 far A LY
4,50 f,50 g5 005 HREN TCC (01 L
0.5 & 9,50 045 02 g.00 685 48
.5 0.05 §.02 40 005 6.
g 0.5 .42 8,49 .81 4l
.05 047 G40 G0 4
4,05 o $400 L% &4
{1,453 §,02 4.
{05 4,02
i, 03 0.82

1 s

i H £ .34 TR 0,92 5,05

i H {5 §,50 250 045 9,02 i,30 408

1 Gepang i .50 .50 0.5 005 302 4,40 045

1 Fuala Lanzal i 4,50 .50 6.5 005 0,47 G40 008

[ Ygin fangat { .58 .50 T .02 4,45 845

1 Gghak H 4,58 ¢, 5 §,50 005 002 4,40 405

I Kuala Selangor H 4,50 .58 0,50 0,49 6,02 IR TII R 1

i Raly Selapgor 4.5 1,50 G530 0.5 4,07 p.i6 G

1 3abak Bernae 0,5 0,50 0.5 0.405 4,87 a.40 0.5 400 410 ]

I Shah Alam {i.50 .50 0.5 L.05 2 048 .05 4,468 {

| — — - —

! Eyp SELANCOR .00 {50 4,50 g0 805 0.02 RV - B T A Y A I £
Kota Bhary & 0,56 0,50 fi.50 05 .07 a6 005 0D 20 BE
Kota Bhary (Dasrah} i3 .50 .50 {150 05 0,02 TR T (005 SO (% 1/ S 0 B O £ i
Pasir Pulih g 0,50 8.5 .59 A5 .82 840 005 640 020 D.t i
Rachang g 8,50 0,50 3.5 R 4,02 6,40 405 4.0 82 4 fi
Yle Kelantan .50 .50 .50 A (.62 10 665 0 0.3 0 i

0

el
L
p=
ot e e i e e B e i e e

1

i

I

l

l 5

1 5
I Bachst ) 050 1.5 3 6,02 0,40 405 i
l IﬂﬁFai L .50 .50 (.50 R3] .02 646 005 G0 B0
1 Kuala %rai Wara A8 4,50 8,50 9,30 A5 0.42 g 605 0.0 B 0
! Keata Krai Selalas R 4,58 4,58 0.5 A5 0.42 g0 805 A6 L 8
I Tanah Herah i 1.5) 0,50 .50 05 0,07 040 008 0.0 B2

i Pasir s L (.50 0,50 {50 % .02 O OO 8 S 0% (I
i_au& KELARTAN e .59 .50 3.5 &0 G402 AR O X 1 S 0 L M

i Fulay Pinats Cm 050 G50 050 005 A G0 085 B4 6D

L Seberang Persi Ui b b& 056 005 007 000 205 04 0

E Sun PULAY PINAKS .08 0.5 .50 0.5 L §.02 §.40 605 240 A2
P e = s RO ==z orosseszozorsSoESsIISSITITIIRISISSTINIIEIIES
i SUR OF SRS {.00 8,50 8.5 8,50 0.05 0,92 240 0,05 Git ol




Although for the district area population (column 109) presently no reliable
data are available, too, also this variable has been included into the procedure
already, but only with a small weight of 0.02. In contrast to the operational area
population, the weight of the district area population should not be increase much,
‘however, even if accurate figures are available, as the population living outside the
operational areas does not cause much fiscal need for the local authorities.

For the rural population as percentage of the gazette area population (column
110) a weight of 0.10 is suggested. A higher weight would promote local authorities
with a high proportion of urban population, a lower weight would promote local
authorities with a low proportion of urban population.®

For the next three variables of the local authorities’ district area, gazette area
and operational area size different weights are chosen. As most local services only
are provided within the operational area, the size of the operational area (column
113) is given the highest weight of 0.20. A smaller weight of 0.10 is given to the size
of the gazette area (column 112), in which only few local services are provided; an
even smaller weight of 0.05 to the size of the district area (column 111), in which
almost no local services are provided. -- Higher weights again would favor local
authorities, whose operational, gazette and district areas, respectively have a size
above average. The ratio between the size of the gazette area and the size of the
district area (column 114) mainly has been included into the need measurement,
as by this variable incentives for the extension of the gazette areas can be
generated.

Correspondingly the ratio between the size of the operational area and the size
of the district area (column 115) allows to yield incentives for the extension of the
operational areas. In table 17 for both variables a weight of 0.10 is proposed. If the
regional policy understands the extension of the gazette areas or operational areas
a very important target, higher weights would support its faster implementation.

For the final variable of table 9, the gazette population growth rate (column
116), a value of 0.05 is assigned. If fast growing local authorities shall be supported
strongly, a higher weight can be given. If on the other hand a population growth

- »-shall not -be- gratified-- which with regard to the negative consequences of rural-

urban migration might be reasonable - the weight could be lessened to the extreme

value of 0.00 (which would be equivalent to a complete abolition of this need
factor).




Table 10:
Fictitious inhabitants for the selected need factors
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2.1.4. Transformation of Weighted Cardinal Indicators
into Fictitious Inhabitants

The transformation of the weighted cardinal indicators into fictitious inhabit-
ants is a mere mathematical procedure: First the cardinal attributes of the need
factor are multiplied by the weight of this need factor, then the product of this
multiplication again is multiplied by the local authorities’ gazette population,
which serves as the reference figure.

In table 10 (column 117) the results of these multiplications are listed for all
need factors. For diseconomies of scale the procedure for all local authorities leads
to additional fictitious inhabitants.” The sum of fictitious local authorities for all
local authorities of our sample states sums up to 770,450 (table 10, column 117,
last row), which is about 75 % of the local authorities’ actual population.--Column
(118) of table 10 displays the fictitious inhabitants for the next need factor, the
local authorities’ status as District Council, Municipal Council and City Council.
Fictitious inhabitants only have been "granted” to the few District Councils (Johor
Bahru, Petaling Jaya, Klang, Kota Bharu, Pulau Pinang and Seberang Perai), as for
them the variable was coded with 0.25, whereas for the District Councils it was
coded with 0.002 The sum of fictitious inhabitants for this need factor is 281,750
(column 118, last row).

The fictitious inhabitants for all other need factors were compiled correspon-
dingly. In figure 3 the results of this computation are displayed graphically for one
sample state. (The graphical illustration for the other sample states is included in
the final report (KOPS 1988a)). The upper half of the chart shows the fictitious
inhabitants for diseconomies of scale, status, centrality, operational population
size, district population size, and proportion of rural population; the lower half
shows the fictitious inhabitants for district area size, gazette area size, operational
area size, proportion of gazette area to district area, proportion of operational area
to district area, and population growth rate.

Figure 4 displays the sums for the sample states. Pinang, i.e. which consists of
two local authorities of large population size, is granted a comparatively high
number of fictitious inhabitants for diseconomies of scale, for status and for
centrality, need factors that for Kelantan with its mostly small local authorities are
of minor importance. The column at the very right side of figure 4 illustrate the
different importance of the need factors for the sum of all sample states. Most
important are diseconomies of scale (longest section in the right column of the
upper half of figure 4) and the size of the operational area (longest section in the
right column of the lower half of figure 4). The third important need factor is
population growth; and the forth important one is centrality.
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Figure 3:
Fictitious inhabitants for the different need factors,
for the local authorities in Selangor, in 1,000
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Fictitious inhabitants for the different need factors,

Figure 4:

averages for the sample states, in 1,
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2.1.5. Computation of Each Local Authorities’ Relative Fiscal Need
by Adding Actual and Fictitious Inhabitants

After the special need factors have been transformed into fictitious inhabitants,
they can be added with the local authorities’ actual population. The resuit is the
-adjusted population as a measure of the local authorities’ relative fiscal need.
Table 11 shows these data for the local authorities of our sample: total fictitious
population in column 129, total actual population in column 130 and the sum of
both figures, the adjusted population in column 131.

In column 132 additionally the ratio between fictitious population and actual
population is computed. It ranges from a maximum of 1,04 (Pulau Pinang) to a
minimum of 0.29 (Kuala Langat), i.e. the adjusted population of Pulau Pinang
exceeds its actual population by 104 %, whereas the adjusted population of Kuala
Langat exceeds the actual population only by 29 %. The ratio thus reveals that the
adjustment for special need factors leads to considerable differences in the
proportion of fictitious inhabitants. For Selangor this fact is illustrated in figure 5,
where the composition of the adjusted population as sum of actual and fictitious
population is displayed visually. Whereas for Petaling Jaya or Klang the lower
column (actual population) and the upper column (fictitious population) are about
equally long, the upper column for other local authorities, i.e. for Sepang or Kulu
Langat is much smaller. -- These different proportions become more obvious in
figure 6, which displays the ratios between fictitious and actual population graphi-
cally for the local authorities of Selangor again.

The charts for the adjusted populations (figure 7) and the ratios between actual
and fictitious populations for the averages of the sample states (figure 8) reveal
that the adjustments also lead to different effects between the states. Whereas for
Johore and Kelantan the fictitious population is only about 65 % of the actual
population, for Selangor the corresponding ratio is about 70 % and for Pinang it is
even 100%. This results from the kind and weights of the chosen need factors and
illustrates, that there are differences in fiscal need not only between the local
authorities within one state, but also between the states’ averages. Interested
readers can trace back the determinants of the ratios with the data provided in the
above tables.

s M




Figure 7:
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Of special interest are the numbers of table 11, column 133. They express the
administrative revenues per adjusted inhabitant. For a perfect distribution of
admin-strative revenues this figure should show no variation, e.g. per adjusted
inhabitant all local authorities should receive the same amount! The figures reveal
that the actual distribution of administrative revenues does not at all fulfill this
requirement: In fact this variable varies between a minimum of 3.28 M$ (for
Tumbat) and 105.56 M$ (for Shah Alam). E.g. for each adjusted inhabitant Shah
‘Alam spends an amount 33 times higher than Tumbat! It must be recalled that this
difference -cannot be justified with a higher fiscal need of Shah Alam, as for the
adjusted population differences in fiscal need have been eliminated already!

Also within the states, the differences are considerable. For Johor, table 11
shows a minimum value of 29.51 M$ (Muar Utara) and a maximum value of 52.85
MS$ (Segamat Utara); for Selangor the corresponding values are 21.61 M$ (Peta-
ling) and 105.56 (Shah Alam) and for Kelantan they are 3.28 M$ (Tumpat) and
25.35 M4 (Ulu Kelantan). Only in Pinang the difference is smaller (with a value of
M$ 25.84 M$ for Seberang Perai and a value of 39.92 M$ for Pulau Pinang). In
figure 9 these differences are illustrated graphically for the local authorities in
Selangor.

Also the averages for the states (figure 10) show high differences. While the
local authorities in Selangor on the average spend 58.24 'M$ per adjusted inhabi-
tant; in Kelantan they on the average spend 11.53 M$§ only. The average for Johore
(39.19 M$) and Pinang (29.47 M$) lies between these extremes and comes close to
the average of all sample states taken together (36.55 M$). These figures confirm
the horizontal imbalances of the Malaysian local revenues, which in another paper
of the author’ had been asserted already without any empirical prove. Now that
fiscal need has been measured and the actual revenues have been adjusted for
differences in fiscal need, there also is the empirical confirmation of this
statement: The recognized high differences of revenues per adjusted inhabitant
both between the states and within the states are far beyond the margins that are
usual in other countries and far beyond the amount that can be tolerated.




Table 11:
Adjusted population as a measure jor the local authorities’ relative fiscal need
and its transformation into different definitions of absolute fiscal need
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2.1.6. Computation of the Absolute Fiscal Need
by Multiplying the Adjusted Inhabitants with a Base Value

In order to abolish these unacceptable distortions of the horizontal distribution
of local revenues, the relative measure .of "adjusted inhabitants” has to be conver-
ted into an absolute measure. This conversion can be achieved, if the adjusted
inhabitants are multiplied by an absolute amount, the base value. To determine
this value would require to know the actual costs of all local services. This usually
is not possible, as there neither are complete catalogs of local services nor exact
data about the cost of these services. In most countries the base value therefore is
determined "indirectly”, e.g. by debating about the total amount, which is devoted
for equalizing grants by the donating level (e.g. federal or state level). This amount
depends on the attitudes about the relative benefits, which are caused by the

..~ expenditures of the local level in comparison to the expenditures of the federal and

state level, respectively. Once the volume for this vertical distribution is
determined, the base value easily can be computed by dividing it by the number of
(adjusted) inhabitants.

As was substantiated before, in Malaysia at present the revenues of the local
level are much too low. The base value, that is necessary for a satisfactorily
performance of the local level, thus definitely should be higher than the present
average revenues.”’ A mere horizontal equalizing between rich and poor local
authorities, as it is illustrated in figure 11 for an example of six local authorities of
different fiscal capacity, thus would not be suitable as it only would redistribute
revenues within the local level but not raise the local levels’ overall revenues. On
the other hand it is unlikely that all local authorities need the high revenues, which
the richest local authority in Malaysia has available (“total vertical equalizing to
maximum®”, as displayed in figure 12). In 1987 this maximum per adjusted inhabi-
tant - 93.55 M$ for Shah Alam - exceeded the per capita revenues of all other local
authorities by far; a total vertical equalizing, which grants these high (per capita)
revenues to all local authorities, therefore could not be tolerated.

In our opinion the proper base value for Malaysia instead lies somewhere bet-
...ween the average and the maximum value,.i.e. corresponds to a solution that can
be called "vertical equalizing to close end" (figure 13). As the exact amount of this
close end value hardly can be determined, as a pragmatic approximation the
medium value between the average for all local authorities (33.72 M$, "fiscal need
1)) and the maximum value (93.55 MS for Shah Alam, "fiscal need 2"), e.g. a base
value of 63.13 M$ is taken ("fiscal need 3").!" This value can be considered as a
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Figure 13:
Total vertical equalizing to close end for councils of different fiscal capacity
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compromise between the one extreme view, that considers the present reve-nues
on the average to be sufficient for the local authorities in Malaysia, and the other
extreme view, that believes that the local authority with the highest revenues
should be achieved by all local authorities.

In table 11, column 136, the absolute fiscal need that is calculated according to
- -~-this concept is-listed for each-local authority ("fiscal need 3"). In contrast to the
values displayed until now, not the per capita figures but absolute figures are
listed. For Johor Bahru i.e. an absolute fiscal need of 40.626.000 M$ is calculated;
for all local authorities taken together, an absolute fiscal need of 518,155,000 MS$ is
compiled.”? In addition to this "compromise” value for the absolute fiscal need,
table 11 also shows the absolute fiscal need, that would be computed if the average
of the present local revenues ("fiscal need 1", column 134) or the maximum
revenues is ("fiscal need 2", column 135) were taken. Although both solutions are
too extreme to be justified and practical, they are computed and listed, because
they give an imagination about the lower and upper margins, which no financial
equalizing system should exceed.




These figures of the local authorities’ fiscal need in the next step can directly
be compared to their actual revenues or their "adjusted” revenues (fiscal capacity),
whose computation is explained in the next paragraph. The result of this
comparison then determines the amount of equalizing grants.

22. Th urement of th 1 Authorities’ Fiscal i

As the second component of the equalizing equation, the local authorities’
fiscal capacity has to be measured. This figure can differ from its actual revenues,
as the revenue base can be taxed higher or lower than the average, e.g. the tax
rates can be different, and as the collection of the tax due can vary, e.g. the arrears
can be high or low. Both factors actually are relevant in Malaysia, where there are
high differences both in tax rates and in the percentage of arrears.”

For the computation of equalizing grants not the actual revenues, which have
been regarded until now, but the fiscal capacity, e.g. the potential revenues, should
be considered. Otherwise those local authorities, that tax their inhabitants below
average and/or that do not enforce the tax collection, would be gratified (by higher
equalizing grants); and local authorities, that tax their inhabitants above average
and/or enforce the tax collection strictly, would be punished (by lower equalizing
grants). This would yield disincentives to utilize the own local tax base and lead to
a "beggar my neighbor policy": Each local authority would try to keep the local tax
level low, but compensate the missing tax revenues by higher equalizing grants.

To avoid this and to construct incentives for the utilization of the own tax base,
differences in "fiscal stress”, e.g. in tax rates and in the enforcement of tax
collection must be eliminated. Michael Reidenbach has achieved this target by
collecting data about the value of the local tax base and by multiplying these values
not by the local tax rates, but by the national (average) tax rates. In his paper
(REIDENBACH 1988) this procedure is explained in detail. In rable 12, column
143, the result of this computation is listed. The values range between a minimum
of 4.45 M$ (for several local authorities in Kelantan) and a maximum of 170.85 M$
(for Shah Alam). Also between the states’ averages considerable differences

e = s aehecome-apparent: ForJohore 55.51 M$; for Selangor 97.15 M, for Kelantan 21.24

MS$, and for Pinang 43.88 M$ are calculated.

If one compares these "standardized” tax revenues (column 143) with the act-
ual tax revenues (column 140) high differences become visible, that prove corre-
sponding differences in fiscal stress: Whereas Kota Bharu Daerah only collects
0.47 % (!) of the taxes that could be collected with an average fiscal stress, Klang
and Pulau Pinang on the other extreme collect 126 % of the normal tax levy, ie.
overtax their inhabitants by 26 % of the average. Figure 14 displays these diffe-
rences for Selangor, figure 15 for the averages of the sample states.
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Table 12

ity and differences between fiscal capacity and fiscal need
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‘Without analyzing these results here,” a first look shows already, that in
general local authorities with a higher fiscal capacity also apply a high fiscal stress,
whereas local authorities with low fiscal capacity apply their revenue bases below
average. As a consequence the horizontal distortions of the actual revenues are
even higher than the distortions of the revenue base, e.g. “potentially” poor local
authorities actually are even poorer, "potentially” rich local authorities actually are
even richer. This is caused by several faults of the Malaysian local revenue system
that multiply the original imbalances.”

Besides taxes other local revenues, like fees and charges, licences, permits etc.
influence the fiscal capacity of a local authority. The local revenue statistics of the
GTZ (LENZ 1986, LENZ 1988) reveals that these non-tax revenues actually are
considerable and also vary highly between the local authorities. A complete
measurement of fiscal capacity therefore also should take these non-tax revenues
into account. Again not the actual revenues, but “standardized" revenues, which
would be levied with an average "fiscal stress”, should be considered.

Unfortunately for the not-tax revenues it is very difficult to separate revenue
base and fiscal stress. In many countries therefore the actual revenues are taken as
indicator for the fiscal capacity. In our model we use a slightly different approach,
which pragmatically averages the potential (tax) revenues, as compiled by REI-
DENBACH (1988), and the actual revenues. In table 12, column 146, the result of
this "compromise" is listed.
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2.3. Equalizing the G tween th 1 Authorities’ Fiscal N
and Fiscal Capacity

After fiscal capacity and fiscal need have been calculated, they can be com-
pared with each other. Obviously, for those local authorities, whose fiscal capacity
exceeds their fiscal need, no equalizing grants are necessary. Only for those local
authorities, whose fiscal need exceeds the fiscal capacity, equalizing grants should
be given as a supplementary source of revenues. Unfortunately, in Malaysia this is
true for almost all local authorities. As table 12, column 149 reveals, the difference
between fiscal capacity and fiscal need ("fiscal residuum") is negative (in the tables
negative numbers are included in parentheses) for all but two local authorities
(Petaling Jaya and Shah Alam). Consequently the relation between fiscal capacity
and fiscal need 3 (column 152) is < 100 %. The same is true even more for fiscal
need 2 (columns 148 and 151), which is calculated with the higher base value. Only
for fiscal need 1 (columns 147 and 150) the fiscal residuum is almost balanced, as
here the average revenues are used as base value.’

In figure 16 the ratio between fiscal capacity and fiscal need 3 is displayed for
Selangor. Instead the aspired equality high differences become apparent: Whereas
Shah Alam’s fiscal capacity exceeds its fiscal need by nearly 60 %, Hulu Selangors’
fiscal capacity is less than 40 % of its fiscal need. Only for Klang and Gombak
fiscal capacity and fiscal need almost balance. -- High differences also can be
noticed for the averages of the sample states (figure 17). Here the ratio between
fiscal capacity and fiscal need 3 varies between 20 % for Kelantan and almost 100
% for Selangor. Johore - with 60 % - and Pinang - with 45 % - are located between
these extremes.”” These results indicate already, that grants which equalize these
differences, will render considerable redistributive effects both within the states
and between the states.

According to the general concept of the equalizing grants, these gaps should be
equalized totally, to secure for all local authorities the necessary financial
resources and to enable them to cover their statutory local functions completely.
As total equalizing, however, would exceed the financial capabilities of the federal
government, a partial equalizing of the fiscal residuum should be considered. This
- solution treats’ all local "authorities alike; as-to -all local. authorities the same
fraction of the residuum is given. Figures 18 and 19 illustrate this for our example
of six councils and the "vertical equalizing to close end". Now not a total equalizing
is used (see figure 13) but a partial equalizing, that grants only fractions of the
negative fiscal residuum. The size of this fraction (50 % in figure 18, 10 % in figure
19) depends on the capability and willingness of the federal government.
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3. The Distributive Effects of the Proposed Equalizing Grants

.1, The Vertical Distributive Eff f th Equalizin n

Table 12 also illustrates the vertical financial consequences of the proposed
equalizing grant for four degrees of equalizing: 100 % (full equalizing), 50 %, 5 %
and 1 %:

Fiscal Need 1: 100%: 0 MS$ (column 147, last row)*
50%: 0 MS$
5 %: 0 M$
1%: 0 MS$
Fiscal Need 2: 100 %:  391.6 Million M$ (column 148, last row)

50 %: 195.8 Million M$
5 %: 19.6 Million M$
1 %: 3.9 Million M$

Fiscal Need 3: 100 %: 1822 Million M$ (column 149, last row)
50 %: 91.1 Million M$
S %: 9.1 Million M$
1 %: 1.8 Million M$

For fiscal need 1, which would cause a mere horizontal redistribution within
the local level, the.federal government hence would not have to pay anything.
Although such a solution could cure some of the horizontal imbalances, it lacks
from a vertical component and thus is not supported. For fiscal need 2, which
assumes that all local authorities need the present maximum revenues (of Shah
Alam) a total equalizing would require 391.6 Million M$, and a 1 % solution
would still require 3.9 Million M$. As we prefer fiscal need 3, which yields no
grants to local authorities whose own fiscal capacity exceeds 50 % of the average,
as the proper concept, we can concentrate of the financial consequences of this
solution. A total equalizing here would cost 182.2 Million MS$, and a 1 % equal-
izing would cost 1.8 Million M$.

With regard to the vertical grants the federal government gives to the local
authorities presently, in the short run a degree of equalizing of 3 % to 4 % seems
to be the most, what can be expected from the federal government at the time
being. This would cost the federal government an amount of 5.6 to 7.4 Million M§$
a year. Taken into account that the present annual grants should be abolished, as
their construction suffers from severe faults,’® this would save already about 3
Million MS$, leaving a difference of 2.6 to 4.4 Million M§ that additionally would
have to be financed by the federal government.

In the long run, however, the degree of equalizing should be increased, as a
vertical shifting of revenues from the federal level - of course accompanied with a
downward shifting of competences - is strongly recommended. If i.e. for the year
2000 an equalizing degree of 10 % were aspired, this would cost the Federal
Government an amount of 18 Million MS. If the equalizing grants were introduced
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in 1990 as a substitute for the present annual grants and thus would start with 3
Million M$, this target could be achieved by a yearly increase of 1,5 Million M$.
This perspective of about ten years also with regard to the necessary downward
shifting of competences and the strengthening of the local administrative power,
that definitely has to accompany the downward shifting of ‘resources,”” would be
reasonable,

2. The Horizontal Distributive Eff f the P lizi

The horizontal distributive effects of the suggested equalizing grants for the
fiscal need concept 3 become apparent from tables 13 to 16. Table 13 lists the total
revenues (as sums of fiscal capacity and equalizing grants) for the three need
concepts and the four degrees of equalizing, table 14 lists the absolute differences
between these total revenues and the local authorities’ fiscal need, e.g. the part of
the fiscal revenue that is not equalized; table 15 lists the same difference as relative
measure, e.g. the proportion of total revenues to fiscal need; and table 16 lists the
total revenues (for fiscal need 3 only) per (actual) inhabitant.

Lets have a closer look at @D/ 13 first. The last row confirms that the local
authorities’ total revenues of course depend on the considered need concept and
the degree of equalizing. Ceteris paribus need concept 3 yields the highest, need
concept 1 the lowest revenues. For need concept 2 the results lie in between.
Ceteris paribus also a 100 % equalizing leads to higher total revenues than a
partial equalizing with 50 %, S % or 1 %. - Interesting is the fact, that for need 3
there are two local authorities (Petaling Jaya) and Shah Alam), whose revenues
are the same for a total and a partial equalizing. These local authorities in other
words do receive no equalizing grants as their fiscal capacity exceeds their fiscal
need ("abundant” local authorities).




Table 13:
Total revenues as sum of fiscal capacity and equalizing grants
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Table 14:
Absolute fiscal residue after equalizing
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Table 15:
Relative fiscal residue after equalizing:
Revenues after equalizing as percentage of fiscal Need
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Table 16:

Total revenues after equalizing (for fiscal need 3) per (adjusted) inhabitant
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This fact becomes more obvious in fable 14. For the two abundant local autho-
rities there is a positive difference between fiscal capacity and fiscal need 3,
whereas for all other local authorities negative values (included in parenthesis) are
calculated. -- In table 15 these differences are expressed as percentages. If we
- concentrate on fiscal need 3 again, for all local authorities taken together (last
row) there is a slight positive difference of 4 %, e.g. the fiscal capacity exceeds the
fiscal need. This is due to the abundant local authorities, which are allowed to
keep their positive fiscal residuum, whereas all negative fiscal residue are
completely equalized. - If the fiscal residue are equalized partially only, for the
sum of all local authorities there of course are negative balances: With a 50
%equalizing they on the average lack 18 % of their fiscal need; with a 5 %
equalizing they lack 38 %, and with a 1 % equalizing they lack 49 %.

For Selangor these effects are displayed in figure 20. For the two abundant
local authorities, Petaling Jaya and Shah Alam, which are allowed to keep their
positive fiscal residuum, a positive ratio is displayed, no matter if the fiscal
residuum is equalized to 100 %, 50 %, 5 % or 1 %. For the local authorities with a
negative fiscal residuum the degree of equalization instead is important for their
final financia! position. Petaling for instance lacks about 20 % of its fiscal need if
50 % of its (negative) fiscal residuum are equalized, but 36 % (38 %), if only 5 %
(1 %) are equalized. .

For the different states these figures vary considerably (figure 21). In Kelantan,
with a partial equalizing of 50 %, 5 % and 1 % the local authorities lack 39 %, 74
% and 77 % of their fiscal need, respectively; in Johore the corresponding percen-
tages only are 0 %, 19 %, 37 % and 38 %, and in Pinang they are 0 %, 28 %, 53 %,
and 55 %. In Selangor there even are positive ratios of 149 and 7 % and a balan-
ced ratio of 0 % (due to the abundant authorities). Only for a 1 % equalizing there
is a small negative residuum of - 1 %.

Another way to demonstrate the results of the proposed equalizing grants is to
express the final revenues as per capita figures. This method is used in fable 16,
where fiscal capacity, equalizing grants and the sum of both components are listed
(for fiscal need 3 only) and in figure 22 (for Selangor). If we concentrate on the
graphical presentation two things should be noticed:

1. Both the absolute and the relative amount (as percentage of fiscal capacity) of
equalizing grants vary considerably. Abundant local authorities like Petaling
Jaya and Shah Alam do not receive any equalizing revenues; for local authori-
ties with a low fiscal capacity (like Hulu Langat or Hulu Selangor) the equali-
zing grants on the other hand even exceed the own revenues.

2. The sum of fiscal capacity and equalizing still varies between a maximum of 180
MS per actual inhabitant (for Shah Alam), and a minimum of 85 M$ (for Kuala
Langat). Even a total equalizing thus does not lead to similar revenues per
actual inhabitant, but only to similar revenues per adjusted inhabitant. As the
local authorities fiscal need differs, also the final revenues per actual inhabitant
differ.
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This feature of equalizing grants also is true for a partial equalization. Figures
23 and 24, which display the same variables for a partial equalization of 50 % and
5 9%, illustrate this, if they are compared with the total equalization (figure 20):
The proportions between fiscal capacity and equalizing grants remain constant for
all local authorities. In other words: The variation of the degree of equalization
does not privilege or discriminate any local autherity, as the same degree of
equalization is applied for all local authorities.??

Figure 22:
Final revenues (as sum of fiscal capacity and 100 % equalizing granis),
for the local authorities in Selangor
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4. Concluding Remarks

The presented paper intended to demonstrate that equalizing grants are able
to reduce the vertical and horizontal distortions, that are characteristic for the
local revenues in Malaysia. An attempt was made to operationalize this concept
for the peculiarities in fiscal need and fiscal capacity, that have to be taken into
account in any country. The results of this proposal were illustrated by several
tables and charts.”

If the results should be summed up briefly, the following charts maybe are
suited best, as they illustrate both the philosophy of equalizing grants and their
actual effects. In these charts all Malaysian local authorities, independently of the
states they belong to, are sorted according to their fiscal capacity. This capacity
ranges from 7 M$ per (actual) inhabitant (Kuala Krai Selatan) to almost 200 M$
(Shah Alam) (figure 26).%

This original distribution of the fiscal capacity now can be completed by the
equalizing grants, which as "secondary” revenues raise the fiscal capacity and the
own revenues. In figure 27 the effects of a 5 % equalizing are demonstrated.
Although the grants for this small degree of equalizing are small in comparison to
the fiscal capacity to raise own revenues, the grants reduce the discrepancies
somewhat, as they only are given to the neediest local authorities. With a 50 %
equalization (figure 28) the same principle leads to a considerable reduction of the
distorted distribution of fiscal capacity. With the exception of the abundant local
authorities the differences now only vary between a minimum of about 50 M$
(Machang) and a maximum of about 110 M$ (Klang). This range is reduced even
more, if the fiscal residue are equalized to 100 % (figure 29). Now the revenues
only vary between 80 M$ and 120 M$ (the abundant local authorities again left
aside). This also is the extend to which differences in the local authorities’
revenues are justified by similar differences in fiscal need.

The distribution of the final revenues, that is displayed in figure 29, presently
cannot be achieved in Malaysia, as it would require a vertical redistribution of
resources from the federal to the local level, that cannot be realized politically, It

-« ==t might be interesting, however, that in most European industrial countries the local

authorities’ final revenues vary in this relatively small range, and that degrees of
equalization of 90 % or even 95 % are common. For the long run the distribution
which is displayed in the final chart, therefore could be a target that should be
approached gradually.

In the short run a 5 % equalization, as displayed in figure 27, probably is the
most that can be achieved for the local level. However, even this relatively small
redistribution would help much already, as it would channel the resources precisely
to those local authorities, which need higher revenues most urgently. From this
perspective, it even would be a progress, if the amount that presently is spend for
the annual grants would be distributed according to the described principles of




43

equalizing grants. Although this amount only allows to equalize the fiscal residue
by 2 to 3 %, it would lead to a more reasonable distribution than the annual grants,
for which an extremely obscure equation is used.”> The best way to implement
equalizing grants hence would be to regard it as a substitution for the present
annual grants; in fact it even could be regarded as a modified form of the present
annual grants, which would avoid their present mistakes. Such a perception also
would reduce political resistances that can be expected against new and extended
grants for the local authorities.

The model contains all features of a properly constructed equalizing grants.
The details, however, that actually determine the distributive effects, like the kind
and number of need factors, their transformation into cardinal variables and their
recoding, the measurement of fiscal capacity, the amount of the base value and the
degree of equalizing, can be changed according to the actual political views and
targets. The presented model therefore only should be regarded as suggestion, that
seems reasonable for the consultants of the GTZ, but is open for any modifica-
tions. In fact, the variety of components, that are contained in the equalizing
formula, even encourage such modifications, as they allow to generate almost
every distribution and to change the effects with changing political targets.

It should be repeated finally, that equalizing grants are suggested here as a
second best solution. They therefore also are an intermediate solution only. In the
long run a gradual increase of the local authorities own revenues, preferably by tax
sharing should be preferred for several reasons.?® Once this first best solution is
achieved equalizing grants could be reduced to their original function, e.g. the
correction of minor horizontal imbalances within the local level. To fulfill this
function, a much lesser volume of grants is necessary than presently, where the
high grants are requested for the correction of the high vertical imbalances
between the local authorities and the federal government. A downward shifting of
competences, qualifications and resources therefore is most important for the
Malaysian federative structure.
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7 This paper is a shorter version of chapters 2 and 3 of the authors’ final report "Equalizing Grants
for the Local Authorities in Malaysia® (quoted as KOPS 1988a), which can be obtained by the
Ministry of Housing and Local Government, Local Government Division; or the GTZ, Gesellschaft
fiir Technische Zusammenarbeit, Eschborn, West Germany.

2 See ibid, chapter 1, and KOPS 1988b.

3 Although the following methodological considerations on an abstract level are true for all types of
jurisdictions, in the following chapters we usually restrict them to local authorities only.

4 See Reidenbach 1988.

5 The number of the tables corresponds to the numbers in the spreadsheet computer program, by
which the figures are compiled. They thus do not start with number 1.

% It must be recalled, that because of the recoding of the variable these distributional effects arc
opposite to the original direction.

7 For Johor Bahru i.c. 82.000 fictitious inhabitants are compiled as follows: Johor Bahrus® attribute
for diseconomies of scale (0.5, see table 8, column 92) is multiplied by the weight for this need factor
(0.5, see table 9, column 105); the result (0.25) then is multiplied by the gazette area population of
Johor Bahru (328.000, se¢ Table 7 column 76), which produced the number of 82,000, which in table
10, column 117, for Johor Bahru is shown as fictitious population.

8 City Councils, which were coded with 0.30, are not represented in our sample.
# KOPS 1988a.

10 If one compares the revenues of the Malaysian local authorities with those in other countries,
which from the economic, political and constitutional framework might be comparable to Malaysia
and thus might indicate the proper base value for local authorities, this evaluation is supported.

1 Another, more pragmatic approach is to take the average revenues per (total inhabitant) for the
Municipal Councils. As this subgroup of local authorities scems to cover its local functions, if not
complete then at least comparatively satisfactorily, on could propose, that the revenues of all local
authorities in the long run should be raised to the average revenues of the Municipal Councils.

This approach would yield a base value of 41.52 M$, e.g. an amount that also would lic above the
average of all local authorities (33.72 M$), but below the amount that is determined by our solution,
that takes the median between average and maximum value (63,13 M$).

72 From these absolute figures the per capita figures cannot be recognized immediately. From the
logic of the procedure it is clear, however, that the per capita values vary similarly to the relative fiscal
need (adjusted population in table 11, column 131).

13 §ee LENZ 1986, LENZ 1988; WORLD-BANK-REPORT 1988.

H Explanations and comments to these results as well as detailed figures for the other sample states
are not presented here, but included in the final report (KOPS 1988a).

13 For details see KOPS 1988b.

6 The positive balance for the fiscal residuum (27,264 MS, table 12a, column 147, last row) is
explained by the fact, that the fiscal residuum is calculated as difference between fiscal need and fiscal
capacity, whereas the base value was determined by the actual revenues.

7 The value for Pinang on first sight seems to be unexpectedly high. It becomes transparent,
however, if one recalls that for Pinang two factors co-occure, that lead to favorable results. Firstly, the
local authorities in Pinang have a unusually high fiscal need (compare figure ... above); secondly they
apply a high fiscal stress (sec figure ...), which leads to revenues, that only partly are considered for
the computation of the equalizing grants.

18 The difference between the displayed figure (27,264 M$) and a balanced fiscal residuum of zero
is explained in the above footnote.

72 See KOPS 1988c.
% See KOPS 1988b.
2 This also implies that it would not be allowed to apply different degrees of equalization.
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2 The only exception are the abundant local authorities: As their positive fiscal residuum is not
taken away, the differences between them and the non-abundant local authorities become larger with

decreasing degrees of equalizing. If one compares ie. Shah Alam (as an abundant local authority)

and Petaling (as a non-abundant local authority) this can be illustrated with the above charts: A 100
% equalization (figure 20) would lead to 92 MS$ for Petaling and to 191 MS$ for Shah Alam; a 50 %
equalization would only lead to 75 M$ for Petaling, but again to 191 MS$ for Shah Alam, e.g. the
difference has become wider. With the small 5 % equalization the difference would be increased

fyrther; Petaling then would only receive 58 M8, but Shah Alam would still receive 191 MS.

3 Although the most important characteristics of these tables and charts were discussed, a lot of
interesting details could not be mentioned here; also the graphical displays had to be limited to one
--sample state only (Selangor). For a more detailed discussion sce the final report.(Kops 1988a); there
also the charts for the other sample states are displayed.

24 The averages for the states (in capital letters) are also indicated in figure 25.

25 See Kops 1988c.
% See Kops 1988b.

Abbreviation

Ptalng
Sepang
K.Lang
H.Lang
Gombak
K.S.gor
H.S.gor
Sabak_B
S_Alam

KELANTAN

Machang

U_K_tan
Bachok
Tumpat
K_K_U.
K_¥r_S

T.Merah
P_Mas

Puiau_P
S_Perai

Full name

Johor Bahru
Johor Bahru Tengah
Pontian

Muar Utara

Muar Selalan
Kluang Utara
Kluang Selatan
Kota Tinggi+
Mersing

Kuiaix*

Batu Pahat Barat
Batu Pahat Timur
Segamat Utara
Segamat Selatan

Petaling Jaya
Kiang
Petaling
Sepang

Kuala Langatl
Hulu Langat
Gombak

Kuala Selangor
Hulu Selangor
Sabak Bernam
Shah Alam

Kota Bharu

Kota Bharu (Baerah)
Pagir Putih
Machang

Ulu Kelantan
Bachok

Tumpat

Kuala Krai Utara
Kyala Krai Selatan
Tanah Merah

Pasir Mas

Pulau Pinang
Seberang Perai




