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Executive Summary.

Introduction.

The Equalization Grant should have been introduced in the fiscal year
1996/97. But up to now there have been no criteria for distribution of such a
grant. In line with its constitutional responsibilities and following widespread
complaints about inability of some local governments to provide services to
an average standard, the Local Government Finance Commission constituted
working groups to come up with such criteria.

The work methods included the study of the performance of existing grants,
study tours to some countries where equalization schemes are practiced,
review of relevant literature on internationa practices, field surveys and
anaysis and synthesis of findings.

It was found out that in the case of Uganda, wide disparities exist in revenue
bases and expenditure needs of local governments. It was therefore important
to consider two factors as the basis for an equalization scheme that is,
Revenue potential and Expenditure need.

Revenue potentiad was chosen because the revenue/tax bases of local
governments are not uniform countrywide. Because of this, loca revenue
collection by loca governments exhibits significant differences in revenues
per capita mobilized which leads to differences in their ability to finance
service provision in their jurisdictions.

Expenditure need was chosen because the unit costs of delivering smilar
services are also not uniform across the various local governments. This is
because of differences in their demographic structures, population densities,
numbers of farming households etc. Thus, even if all loca governments were
able to collect the same amount of revenue per capita, there would till be
differences in the quality of services delivered by them. For instance, with the
same amount of money, aloca government would be able to deliver a better
quality of road per kilometre if itsterrain isflat than if it were mountainous.




Methodology.

For revenue potential, Graduated Tax was chosen as the basis for revenue
equalization. This was because it contributes an average of 80% to total local
revenue. Secondly, the revenue bases for the other types of revenue namely;
market dues, permits, fees & licenses and property tax are difficult to
estimate at present. To compute the potential graduated tax, the number of
taxpayers and persona incomes were estimated. The number of taxpayers
was taken to be the mae population in the age range 20-54 years. The
average household expenditure, as calculated by the Statistics department
was used as a proxy for persona incomes, the base for graduated tax. The
graduated tax rates used were those that are given by the Ministry of Local
Government.

For Expenditure Equalization, the criteria used was derived from the services
that are devolved to local governments as specified in the Loca Government
Act, 1997. These criteria have been understood as the factors that determine
differences in expenditure pressures exerted on these services and thus, the
expenditure requirements of the various local governments. For instance total
population was used a criterion for determining the genera hedth expenditure
requirements, population in the age-range 5-14 as a criterion determining
expenditure needs for primary education, crop acreage for agriculture
extension etc.

The criteria used are smilar (except for detail) to those used in the calculation
of the unconditiona grant. The only difference is that there was need to
caculate a nationa average expenditure need/requirement per capita. This
was because, the equaization grant is not meant to benefit every loca
government. It is meant to be a subsidy only for those locd governments that
are found to be above average in their expenditure needs.

The national average expenditure need was obtained by caculating the
average expenditure per capita (for al loca governments) on each of the
services identified. These were then weighted to obtain the nationa average
expenditure need per capita
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It should be noted that smilar methods (i.e. estimating both the revenue
potential and expenditure need) are used for calculating equalization grantsin
other countries like Denmark, Australia, Japan, Latvia etc.
Briefly, the results obtained from these calculations were:-

Revenue Potential.

zgsthe potential per capita tax revenue by district ranged between 1,100 and
5,000 shillings and averaged about 2,560 shillings.

##sBased on this criterion, 25 digtricts need to be equalized and the amounts
ranged between 18.5 and 649.5 million shillings.

51N order to equalize the districts by 100% to the nationa average revenue
potential, about 6 billion shillings will be required.

Expenditure Need.

z&There were indeed variations in the level of expenditure needs of the
different loca governments. The expenditure needs per Capita varied
within the range of Shs. 3,000 to 10,000 and averaged Shs. 4,563

e#sUJsing this criterion, 24 didtricts had their expenditure needs per capita
above average and thus qualified for equalization.

51N order to equalize the districts by 100% to the national average, a totd
amount of Shs 6.2 billion would be needed with each of the beneficiaries
getting between shs 40 million and 500 million.

Equalization based on both Expenditure Need and Revenue Potential of
Districts.

Combining the equalization results of both the expenditure needs and the
revenue potential:-

z&5A total of 27 digtricts qualified for the equalization grant.

£%5The amount of the grant payable to each beneficiary would range between
12 million and 850 million.

z2<A total of 10.5 billion would be needed to fund the equalization scheme
for districts.
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The effectiveness of this equalization scheme in reducing differences n the
revenue potential and the expenditure needs of the various local governments
was tested. Indeed, the scheme was found to be effective in reducing those
differences. An illustration of this fact is shown on page 30.

Equalization for Urban Authorities.

This methodology can also be applied to Urban authorities. A total of Shs.
1.575 billion has been recommended for this purpose. The alocation to
urban authorities will be ready within 1-2 months

Recommendations

Equdization grant should have been introduced in the fiscal year 1996/97.
Now that the criteria are available equalization grant should be introduced
immediately as they are long overdue. This grant will help to reduce the
differences in the fiscal capacities of loca governments to finance their
service needs.

The Commission recommends that 12 Billion be set aside for the grant. That
IS, 10.5 billion for districts and 1.5 billion for urban authorities.

The grant should be expended only within the five Priority Programme Areas
(PPAs) of government that is Hedlth, Education, District Roads, Water
Supply and Sanitation and Agriculture Extension. Local governments should
however be free to prioritize expenditure of the grant within the PPAs and
inform the Loca Government Finance Commission accordingly before the
release of the grant.

There is need to continuousy review the other financing schemes
(unconditional and conditional grants) to ensure that they are distributed on a
fair and equitable basis in order for the equalization grant to be effective. This
IS because the equalization grant is a minor grant meant only for “filling in of
potholes’ of the disadvantaged loca governments. It cannot therefore be
expected to grow to a size that is comparable to the level of resources that
are availed to local governments through the conditional and unconditional
grants. The Commission will aso continue with studies to further refine the
formulafor the distribution of the equalization grant.
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The Commission should monitor and evauate the functioning of the
equalization grant to ensure that it is used to improve on the services where
beneficiaries are found to be lagging behind others.

Financing.

The grant can be financed out of the annua growth in the government
budget. The commission analyzed the medium term expenditure alocation
callings. The results show that by restricting the growth in the level of some
conditional grants, Shs. 5 - 9 hillion can be redlized, which can then be re-
alocated for equalization. Other options can be explored to find money for
equalization within the current expenditure cellings.

This formula can aso be used to distribute monies which are less than 12
billion by changing the degree (in percentage terms) to which loca
governments are equalized. For instance, equalizing 70% or 80% of the fiscal
deficits of the beneficiaries.

Challenges.

It is expected that the development budget will be decentralized in the
financial year 1999/2000. The decentralization of the development budget will
result in a dgnificant transfer of more financia resources to the local
governments. There are concerns however that if the mechanisms put in
place for the transfer of these resources do not promote equalization, they
may introduce new inequdlities among the loca governments. There is
therefore need to look at the mechanisms for the transfer to ensure that they
do not ether introduce inequdlities thus undoing the impact of the
equaization grants or do not duplicate the equalization mechanism aready in
place.

It has been observed in a number of fora that there are horizontal inequalities
existing among local governments. Thus, much as the equaization grant is
expected to address the vertical imbalances and to some extent the horizontal
imbalances among the recipients, the horizontal imbaances among the lower
level locad governments (especialy sub-counties) reman largely un-
addressed. These imbalances therefore need to be addressed.



For the formula to be effective there is need to continuoudly improve on the
quality of data that is used. This should be achieved by:- improving on
information flow among the stakeholders especialy financid information
from the districts to the commission and secondly, conduct more frequent
surveys to maintain up-to-date data.

The equalization grant has been calculated on the basis of the potentially
collectable revenue and not on actua revenue collected. Given the very low
collection rates obtaining currently, local governments should come to terms
with improving revenue collection to ensure that local revenues play a more
significant role in service provision. There is no room for complacency as
regards local revenue collection.
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1. Introduction.

1.0: Background.

When decentraization was conceived in 1986, the overriding goa was to kring services and
therefore government closer to the people. It was understood then and even now that loca
people are better "judges’ of what can address their problems and what cannot. They therefore
ought to be consulted before decisions are taken on which programs and projects to implement.
This means that the Loca People who as the ultimate beneficiaries should be able to effectively
participate in decison making, financid resource dlocation, and the actua execution of the
decisons made,

To achieve the sat targets and objectives, decison making must be reflected in the way financid
resources are alocated and followed through with actua implementation. Therefore, dl these
processes are inter-linked and it is only by ensuring locd participation that one can possibly
hope to achieve a postive impact on locd development. The link then that holds these
processes together is the financia resource. It is thus necessary to ensure that a dl levels of
government, there are sufficient financid resources to match the responshbilities assigned to
them.

1.1: Fiscal Decentralization.

The main am of fisca decentrdization is to ensure thet a dl levels of government there are
aufficient financia resources to maich the responghilities assgned to eech level of government.
Allocating local sources of revenue to loca governments that can yield sufficient revenue to meet
their expenditure needs would be the ideal solution. These are referred to as local/own sources
of revenue.

In redity however, tisis not practical. This is because the revenueltax bases are not uniform
countrywide. Charging local governments with the task of locally mohilizing al the revenues they
need would result into significant differences in revenues per capita mobilized and thus, in the
ability of the various local governments to finance service provison in ther jurisdictions.

Secondly, for reasons of maintaining macroeconomic stability, it is essentiad for the centre to
retain a ggnificant leved of influence on the amount of public revenue raised. This can only be
done by maintaining centra mohilization of revenue from some of the taxes. Thirdly, given the
nature of their bases, some taxes can only be collected efficiently and cost-€ffectively by the
centre for example import duty.

In essence therefore, tax administration and collection should only be decentralized if the nature
of their basesis such that:-



%5 Loca governments are in a better postion (to ensure compliance) to collect revenue from
these sources as compared to the centra government e.g. market dues.

% They promote horizontd fiscd badance. Tha is they do not, sgnificantly, introduce
inequitiesin the leve of loca revenues mobilized by the loca governments.

%5 They promote vertical fisca baance by strengthening local fiscd autonomy. This means that
yields from those taxes are rdatively high while the cogts of administration and collection
reman relaively low.

For the reasons mentioned above, it is not possble to decentrdize completdy, revenue
mobilization. A dgnificant amount of public revenue will continue to be mohilized centraly.
Hence, a System of Intergovernmental Fiscal Transfers has to be put in place to ensure
that some of the centraly mobilized revenues are passed onto the sub-naiond governments for
subsequent dlocation and management. These transfers are in form of centrd grants. Centrd
grants can be used effectively to offset differentias in taxbases thereby promoting vertica and
horizonta equity.

For such a system of fiscal decentralization to be successful, it must conform to the principles
that:-

?? The fiscd autonomy of Locd Governments is strengthened without ceding centrd ability to
ensure macroeconomic stability.

?? Horizonta equity is established without killing off locd initiative in revenue generation.

?? Verticd equity is established without impairing the ability of Centrd minigtries to perform
their role of policy formulation, monitoring and evauation as well as quality assurance.

1.2:System of Intergovernmental Fiscal Transfers.

In Uganda, in conformity with the principles outlined above, loca governments receive a number
of centra grants in addition to localy mobilized revenues. These are desgned to achieve the
three objectives stated above; that is vertical and horizonta equity as well aslocd autonomy.

Clause 1 of Article 193 of the Condtitution of the Republic of Uganda, 1995 dates that for any
given year, loca governments are to receive three grants namely Unconditiona, Conditiona and
Equdization grants. Clauses 2-4 of article 193 define what is meant by each of these.

Unconditiond grants are defined as the minimum grant that shal be paid to locd governmentsto
run decentralized services and are calculated based on the costs of running those services.

Conditiona grants on the other hand consst of monies paid to loca governments to finance
programs agreed upon between the centrd government and the locd governments and
expended for the purposes for which they are made and in accordance with the conditions



agreed upon. Evident within thislaw is the need for the centre and local governments to arrive a
a consensus through negotiations.

The digribution of Conditionad and Unconditiond grants as provided for in the definition above
does not take into consderation the higtorica distortions which resulted into unequa distribution
of sociad and economic infrastructure. Secondly, it dso does not take into consderation
differences in resource endowment among local governments asis evidently the case in Uganda.

In a recent survey made by the Loca Government Finance Commission, Chief Adminigrative
Officers (CAOs) confirmed that there indeed existed inequities among loca governments. They
identified three mgor factors as the main causes of inequdities anong locd governments. These
were- uneven socid and economic infrastructure coverage, differences in  revenue
potential/resource base and differences in the demand for the services ddivered by them due to
differencesin their demographic structures.

1.3: The Need for Equalization.

It is as aresult of these inequities that the need for equalization arises. Equdization is the desre
by the centrad government to provide extra funds to those loca governments whose revenue
rasng capacities are weak and expenditure needs great (as compared to other loca
Governments) to enable them provide a “minimum” level of service to their condituents. The
main vehicle for channding these funds to those "needy" locd governments is the Equalization
Grant.

Clause 4 of Article 193 of the 1995 Condtitution (elaborated on in Section 84 of the Loca
Government Act of 1997) defines the Equdization Grant as "..money to be pad to locd
governments for giving subsidies or making specid provisons for the least developed didtricts;
and shall be based on the degree to which a locd government is lagging behind the nationd
average sandard for a particular service’.

By implementing the equdization grant scheme, it is expected that loca governments which are
disadvantaged either in terms of high expenditure need or low revenue potentia will be
subgdized to aleve where they can aleast provide a"minimum levd of sarvice ddivery".

The gig of this publication is therefore geared towards making recommendations to
Government about the design of an Equalization Grant Scheme to play the aboverole as
best as possible under the current circumstances.



1.4: Methodology.

In fitting with its conditutiond obligations, the Commission started work on the design of an
equalization grant schemein august last year. Thiswork conssted of mainly four phases.

1.4.1: Conditional Grant Study.

In the firg phase, the Commission condtituted five working groups, one on each of the five
priority aress namey:- Hedlth, Education, Water, Agriculture and Feeder Roads. The groups
conssted of representatives from the relevant sector minigries, from the Ministries of Locd
Government and Finance as well as from the Secretariat of the loca government associations.
The Locd Government Finance Commission (LGFC) facilitated these groups.

The terms of reference for the working groups were to review the sufficiency and fairness of the
sectord dlocations within these sectors across the various local governments. In particular, they
reviewed the conditiona grant alocation mechaniams for these sectors with aview of finding out
whether these grants were distributed in afair and equitable manner.

The results and recommendations of the groups are contained in a report that was published by

the Commission about the same. The main finding of the groups was tha the method of
digribution of conditiona grants maintained the inequdities that were inherent among loca
governments since these grants were given based on exigting capacities.

The Commission has thus recommended the review of the formulae used for the distribution of
the conditiona grants in order to remove this inequity. The sector ministries concerned should
therefore take it as matter of urgency to implement this and other recommendations contained in
the report.

Review of the Unconditional Grant.

Article 193 of the 1995 Condtitution; clause 2, defines unconditiond grant as the minimum grant
that shall be paid to local governments to run decentralized services and dd| be caculated as-

Y. = Yo + bYy + Xg where,

Y1 isthe minimum unconditiond grant for the fiscd yeer.

Yo is the minimum unconditiond grant in the preceding year

b is the percentage change if any, in the generd price levels in preceding
year and

X1 is the net change in the budgeted cost of running added and subtracted
savicesinthe current year.



Andyss by the Commisson indicates that roughly 50% of the un-conditiond grant are
trandferred to the loca governments in form wages and sdaries of loca government civil
servants and worse dtill the grant isinadequate.

During the fiscal year 1995/96, unconditiond grants transferred to locd governments to
finance decentralized services were disproportionately smal relative to totd didtrict trandfers.
Mog line minigries never reveded ther true financid dedings with loca governments and
consequently  decentrdized services were severdly under funded. This disparity was
consequently in-built in the condtitutiond formulae.

The formulae do not capture any growth in government revenues or expanson of aready
decentralized services and even some sarvices eg. foredtry, library services etc have been
decentraized without the necessary funds.

Due to the above factors, the Commission recommended to government: -

To review the formulae to include an element which automatically captures revenue
growth of the center.

The services, which were decentralized without the necessary funds, should be
identified and their appropriate funds decentralized.

The relevant stakeholders should review the question of district structureswith a view
to exercising the principle of equity and fairness in the transfer of wages to local
gover nments.

1.4.2: Field Surveys and Interviews.

The second phase conssted of conducting fidd interviews and questionnaire administration.

Taking into consderation knowledge on the operation of the conditional and unconditiona grant
systems obtained from the first phase, a questionnaire was designed to collect information on the
level of service ddivery, expenditure needs as wel as the revenue potentials of the various
digricts. It was decided that these would provide the dimensions for measuring the degree of

"need" among the various digtricts.

The questionnaire sought information on al the mgor expenditure items as well as the mgor
sources of revenue in the three categories, that is; loca revenue, centra government transfers
and externa sources. The questionnaire was administered in dl the 46 digtricts, a number of
urban councils and interviews held with some of the Chief Adminigrative Officers. This exercise
took about two months to complete.



1.4.3: International Experiences in Equalization Systems.

The third phase in the work of designing an equdization system focussed on learning from the
experience of other countries. This was done in two ways. First, the researchers conducted an
extensve review of literature on equalization that is practiced in a number of countries.

Secondly, the Commission organized study tours to countries that were practicing decentraized
forms of governance and whose sysem of intergovernmenta fiscal relations contained an
element of equalization. It was found necessary to visit a broad spectrum of countries conssting
of representatives from the low income, middle income and high-income countries. Thus two
teams were congtituted.

The firg, which visted Denmark and Maaysa in August 1998, conssted of representatives
from the Minigries of Finance and Local Government, Loca Government Associations and the
Locad Government Finance Commission. The second, which conssted of only technocrats from
the Loca Government Finance Commission, vidted Denmark, Latvia and Lithuania (two
countries of the former Soviet Union) in November of the same year.

The mission of the two teams was to learn firsthand from the systems being practiced in those
countries and make recommendations on what is suitable for the Ugandan system under the
present circumstances. The recommendations of the two teams are, once again, avalable in a
report published by the Commisson under the title " International Experience in Locd
Government Budgets and Grants Management System”.

1.4.4: Analysis.

The find phase was that of analyss of dataand synthesis of the findings obtained from the other
phases in order to come out with recommendations on a system of equaization in Uganda. The
Commission has reached the end of the finad phase and is delighted to present its findings to dl
stakeholders.

2. Theory of Equalization.

2.0: Principles of Equalization.

Enabling dl loca governments provide certain minimum levels of public services to ther
condtituents is the principle behind equdization. An equdization grant would therefore am at
providing extra funds to those local governments whose revenue raising capacities are week and
expenditure needs greet, to enable them provide that “minimum” leve of service within ther
juridictions. The grant is justified on the bas's of fostering horizontal equity.



The formulae used to identify the beneficiaries and the subsequent alocation of such a grant to
different loca authorities vary depending on perception and approach. But, it is the formulae
that form the centrd eement of the equdization grant system. They are therefore the subject of
intense debate in many ingtances.

In an attempt to come up with a redidtic formula, it is important for government to gauge the
equdization need of each loca government by providing:-

a) Some estimates of its expenditure needs
b) An assessment of the revenue potentid to finance these needs.

It is necessary to look at both the revenue potentid and expenditure needs of each local
government because-

2% |f the revenue potentia of a locd government is ignored, it could reduce its tax effort and
collection with the sole am of recalving correspondingly higher centrd trandfers in form of
equdization.

%< Loca governments have differencesin their level of expenditure needs due to differences for
example in the 9ze of the population, length and qudity roads or deficiencies in school and

hospita capacities.



Udng these two factors, it is possble to categorize locd governments into four as shown
below:-

those whose expenditure needs are above average but revenue potentia below average
those with both expenditure needs and revenue potentid above national average
those whose expenditure needs are below average but revenue potentia above average
those with both expenditure needs and revenue potentia below retiond average

A owbdpE

>

Expenditure
Need

Category 1 Category 2

AEN

Category 4 Category 3

0 >
0 ARP Revenue Potentia

where ARP is the national average revenue potential and the AEN the national average
expenditure need.

Category 1 would thus automatically quaify for equaization since its expenditure need is above
average with a revenue potentia below average. Some local governments in categories 2 and 4
would qualify depending on the difference between the revenue potential and the expenditure
need.

Locd governments in category 3 would not qudify for equalization because their expenditure
needs are below average and their revenue potentias are above average. They are therefore
potentialy able to finance the service needs of their condtituents to a level that at least matches
the nationd average.



2.1: Measurement of Equalization Need.

As can be deduced from above, the need for equdization arises out of alow revenue base and
a higher than average expenditure need. In measuring the need for equaization therefore, it is
vita to measure both the revenue potentid and the expenditure need separately. The results can
then be merged to find out whether a didrict would have a fiscd deficit if it desired to provide
sarvices to the nationd average standard.

2.1.1: Measurement of Revenue Potential/Fiscal Capacity.

Fiscd capacity is commonly defined as the ability of a government to raise revenues from its
own sources. There are many ways to measure or estimate the fisca capacity of a loca
government. However, it should be recognized that estimating fiscd capacities usng the ability
of locad government units to raise revenues from their own sources is conceptudly and
empiricdly difficult.

Therefore, in most cases two measures i.e. macroeconomic indicators and the representative tax
system are used. Macroeconomic indicators are measures of income and output, which serve
asaproxy of ability of the resdents of a particular local government to bear tax burdens. Such
indicators include persona income and gross domestic product of a particular local government.

The representative tax system (RTS) attempts to measure the fiscd capacity of a loca
government by the revenue that could be raised if the loca authority taxes dl the sandard tax
bases with the standard tax effort. To be able to estimate equdization entittements using a
representative tax system, information on the tax bases and tax revenues for each loca authority
is required.

Since data necessary to compute tax bases are usualy published regularly by various levels of
government, arepresentative tax system can be readily adopted in many developing countries.



Formula for measuring Fiscal Capacity.

Fiscal cgpacity can be measured using the following formula

C 7 7?,Bt,
where C = tax capacity of local authority i
Bj = local authority’s ™ tax base,

t; standard tax rate (e.g. national average) on the tax base.

It isimportant to apply a standard tax rate to the loca authorities' tax base rather than the loca
authority’ s own effective tax rate, in order to ensure that the loca authorities with high tax efforts
are not pendized. Loca authorities with an effective tax rate below national average would be
pendized because their caculated potentid fisca capacities would be higher than when they are
cdculated usng their own tax rates.

Application of the Formula.

1 Identify the tax bases. Use mgor tax bases only in the calculation of fisca capacity.

2 Collect data on sdlected tax bases. Figures of the previous year can be applied.
However, in the case where the data is provided by the locd authorities, it is important
to have well established rules on reporting and auditing procedure as well as pendties
for fdse reporting.

3 Select the standard tax rate. This can be done in anumber of ways. For example, use
of an effective tax rate of the whole country, use of an arithmetic mean of dl loca
governments effective tax rates, use of arithmetic mean of selected local governments
effective tax rates.

4 Cdculate the fiscd capacities usng the above formula

Calculation of Fiscal Equalization Grants

A typicd formula that consders only the equdization of fisca capacities and based on the
representative tax system can be given asfollows:
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TR =P, (BIP—B/P)*t where

R = Fiscd Equdization grant to locd authority |,

= Population for the loca authority,

Tax base of thelocd authority,

= Totd population of the country,

= Totd tax base of the country,

= The country’ s average effective tax rate on the tax base.

~ W U WU A
I

B/P — B/P, measures the gap between the nationa average per capita tax base and the per
capita tax base of loca government i. This formula Sates that the central government transfer
will bring the fiscd capacity of loca governments below average up to the nationd average that
is, assuming 100% equalization.

2.1.2: Measurement of Expenditure Need.

Let us begin with the Smple notion that expenditure by locd governments arises out of the fact
that they (locd governments) have been given the respongbility to provide certain services.

Locd Governments therefore incur expenditure to provide these services. The levd of
expenditure incurred by districts to provide each of these services is determined by one or more
factors. For ingtance, the level of expenditure to be incurred by a didtrict on provison of
primary education is determined by the number of children in the school going agei.e 514
years. High numbers of school going children means that more classrooms, more teachers and
more education materias are required. Building more classes and paying sdaries for more
teechers and purchasng more educationd materids would mean higher expenditure
requirements.

However, since resources are limited, this will trandate into higher pressure on expenditure.
Differences in the expenditure pressuresin the different local governments result in differencesin
expenditure needs per unit if these services are to be provided to fairly the same leve of qudity.
We therefore use such factors as the number of children of school-going age as criteriafor
determining the expenditure need of the variouslocal gover nments.

Deriving a formula for Expenditure Needs Equalisation.

Determining the Criteria.

Usng the services devolved to locd governments as the starting point, we can identify the
factorg/criteria which are supposed to reflect the circumstances that give rise to the expenditure
needs of loca governments. For every service that is delivered by the local government, thereis
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a criterion or a number of criteria which influences the degree of expenditure pressure exerted
on that particular service.

It is important that these criteria should be as objective as possble. Objective in the sense that
they are not open to manipulation. Data pertaining to the criteria should aso be easy to obtain.
This means that they should feature in officid government datidics. Findly, the causdity
between the criterion and the loca government service responsihilities categorized under it
should be clear.

Determining the weights.

All criteria are useful in explaining differences in expenditure pressures. However, ther relative
importance in determining total loca government expenditure varies. It is therefore necessary to
attach weights to these criteria The weights are determined using the technical method. In this
method, the average expenditures made by locd governments in each of the service areas
identified are used as ameasure of the weights that they attach to them.

Calculating expenditure needs figures.

Having obtained the criteria as well as the weights for each criteria, the next sep isto cdculate
the expenditure needs of individua loca governments.

This is done by caculating the expenditure needs figure first. The expenditure needs figure isthe
proportion of potential demand for services in a locd government represented by a particular
criteria out of the total demand for the same services nationwide multiplied by the weight of the
criteria

For ingance if digtrict A has a school going child population of 1000 and the corresponding
figure for the whole country is 10,000 children. Assume aso that the weight for age group (5
14years) as a criterion is 0.4. The expenditure needs figure regarding this criteriafor didtrict A is
obtained as follows -

Exp. Needs figure = (1,000/10,000) x 0.4. = 0.04. The meaning of thisfigureisthat Didrict A
has 4% of thetotd potentid demand for Primary Education nationwide.

Expenditure needs figures for dl the criteria are then added up to obtain the total expenditure
needs figure for the respective loca government.



Obtaining Expenditure Needs per Capita.

The expenditure need per Capita (EN;) for a particular locd government (i) is then obtained by
multiplying its expenditure needs figure (NF) by the totd locd government expenditure (TE)
and dividing the product by itstota population (F).

EN. = (NFXTE)/R

It is the Expenditure Need per Capita that provides a measure of the expenditure pressure
exerted on each locd government and thus the equdization need. The higher the expenditure
needs per capita, the higher the expenditure pressure and the greeter the need for equaization.

For purposes of equdization, there is need to compare the expenditure need of each loca
government to a nationa average. This nationa average is cdculated as a weighted average of
the expenditure need per capitaof al loca governments.

The difference then between the nationd average expenditure need and the expenditure need of
aloca government forms the bagis for equdization. Those local governments above the average
expenditure need would qudify for equdization grants. Equdization for Locd Government i is
then calculated as

EQ = (EN;—ENN) x P X EF where

EQ = Equdization grant for local government i

EN; = Expenditure Need per Capitafor loca government i
ENN = Average National Exp. Need per Capita

P, = Totd population for loca government and

EF = Equdization factor.

Equalization can be done to the level of 100% or less depending on the availability of funds.

2.2: Financing of the Equalization Scheme.

Financing differs from country to country depending on the palitics, level of development and
degree of inequality among loca governments. In theory however, it is believed that an ided
fiscd equdization program should be sdf-financing. Locd governments are assessed pogitive
and negative entitlements that total zero. In effect the loca governments with negative
entitlements would contribute to an equdization pool. In this case, the centrd government acts
as a conduit for the transfer of funds from the pool to loca government. In the case of Uganda,
the 1995 Condtitution provides that equdization grant be paid from the consolidated fund.
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If in practice, the interstate or inter local authority revenue sharing pool creetes administrative
difficulties, the equaization program can be financed out of generd revenues from the centrd
governmert.

2.3:  Equalization in Other Countries

According to literature', Inter-governmenta fisca trandfers are very instrumentd in addressing
vertica and horizonta fisca imbaances and ensuring aminimum leve of public services. Beow
is a synopss of how some countries use intergovernmentd fiscal trandfers to achieve the above
objectives.

Denmark.

In Denmark the basic principle used in intergovernmentd fiscd trandfers is that expenditure
responghbilities or decison making should occur a the lowest level of government consistent
with the gods of dlocaion efficiency and reflecting economies of scde.  Public sector
tasks/respongbilities are digtributed through legidation and public resources are shared
according to the magnitude of responsibility assgned to a particular level of local government.

The Danish System of egudization is amed at smoothing out differences in tax bases and
expenditure needs. The equdization grant was introduced purposdy to compensate for the
inadequacy of reverue caused by a tax base samdler than the average and loca authorities,
which have expenditure needs above the average. All Municipdities with tax base above
average and expenditure needs below average pay some money into an equdization fund. This
money is then redidributed to those municipdities with tax bases below average and
expenditure needs above average.

Canada.

In Canada, a system of grants and statutory subsidies was established to compensate for the
lost revenues when local authorities were ledtricted to direct taxation. Equdization transfer
program plays a mgor role as a revenue source of the “have little’ provinces. It is a
condtitutionally mandated unconditional block transfer designed to support reasonably
comparable levels of services a reasonable leves of taxation. The program uses a naiond
average dandard as the basis for equaization. The basic formulais that of the loca authority’s

tax capacity.

! Works by Anwar Shah (1994), The Reform of Intergovernmental Fiscal Relationsin Developing and
Emerging market Economies (World Bank Publications), Jun Ma(1996), "Intergovernmental Fiscal
Transfer" A Comparison of nine countries (The World Bank) and Study Tour Experiences of Denmark,
Malaysia, Latviaand Lithuania.
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Australia

Audrdia operates an intergovernmentd fiscd transfer system for both the federal and lower
level governments. The federa government collects about two thirds of the totd government
revenues but spends only a third of total public expenditure. This implies that one third of the
tota public revenue is re-distributed through various forms of transfer to lower governments.

The federd government grants to lower level governments are administered by the Common
Wedth Grants Commisson. The Commission digtributes the generd-purpose grants using a
system that messures the dtates revenue capecities and expenditure needs. The mgor
objective of the system is to make it possible for any state with reasonable tax effort to provide
the leve of public services not substantially below other Sates.

United Kingdom.

In United Kingdom (UK) local governments derive their powers and functions from the centra
government. The central government retains dmost dl mgor taxes namely, persona income tax
and corporation tax. Revenues for locd authorities consst of grants-inraid from the centra
government, property tax, fees and charges on services provided by loca governments, trading
profits, rent, interest etc. Grants from the central government are judtified on the grounds that
the divison of tax powers between levels of government leaves the locd authorities with very
limited fiscd resources. However, under the current labour government, there is a move
towards greater locd autonomy.

There are two types of grants, the genera-purpose grants and specific grants.  The generd-
purpose grant is used to address regiond inequality. Thus the higher the ratio of need to
resources available in a particular loca authority, the more grant in aid it receives. The specific
grants address the spill-over or externdity effect of specific projects such as roads, education
and socia wefare,

India.

In India, the intergovernmenta trander system congsts of three dements. Firs, a generd
purpose grants mechanism designed to address inequalities uses a sa€' s share of income taxes
and excise tax and is operated by the Finance Commission. Second, transfers from the federd
government to states to support their development plans, which are gpproved by the Planning
Commission. Third istheloca government borrowing authorised by the centrd governmen.

Until 1984, assistance to backward states took the system known as “gap-filling”. Thismeant
assessing the revenue receipts and expenditures incurred and recommending deficit grants to fill
the financing gaps arived a on that bass. The system was found to be inefficent. The
Commission adopted a new system based on the following criteria:

e 20 per cent on the basis of population,
* 60 per cent on distance of per capitaincome from the highest mgor income state,
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* 5 per cent on the basis of infrastructure,

¢ 5 per cent on the basis of the area of the states subject to certain normative limits, and

e 10 per cent on the basis of tax effort defined as the ratio of per capita own tax revenue to
the square of per capitaincome.

Japan.

In Jgpan, intergovernmental trandfers are basicdly desgned to remove verticd financid
imbaances. There arefive types of fiscd transfers from the centre to loca governments but only
local dlocation tax is used for equaisation.

The locd dlocation tax is desgned to address equdisation of locd governments fisca
capacities and to ensure sufficient funds for the services that loca governments are required to
provide. Its am is to equdise the fisca capacities of local governments by supplementing the
shortage of their local tax revenues. The tax is to enable local governments to provide public
sarvices at the standard level prescribed by the central government. As a rule, the amount of
the ordinary dlocation tax is determined by the index of fiscd capacity. The index of fiscd
cagpacity is caculated as the ratio of the badc financid revenue divided by the basic financid
need. Loca governments with financid needs less than their basic financid revenue are entitled
to retain their surplus.

The cadculation of ‘needs does not have to correspond to actua expenditures by specific loca
governments but on reasonable and standard fiscal needs based on an average condition of “a
model loca government”. Since the financid revenues are collected by the central government,
the caculaion of the basic locd revenueis not difficult.

Malaysia.

The divison of public tasks is provided and guided by the Congtitution. Under the existing law,
the state government gets revenues from taxes, fees and other sources, which they are entitled
to as long as they are raised in their area of jurisdiction. States also receive grants from the
federd government whose basc am is to ensure baanced development among States and
digtricts and between people living in rura and urban areas.

Equdisation grant is given for economic and infrastructure development to ensure an improved
qudity of living. The grant is specificaly to assigt those states which are less developed to
enable them achieve a faster growth. The gant is financed from the Federd Government
Budget. It is dlocated basng on the levd of economic development, development of
infrastructure and other socia economic factors.
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Latvia

In Latvia, the sysem of locd government fiscal equaisation provides for a partid equaisation
(not up 100%) of differences between financia necessity and estimated loca revenue for each
locd government. The am of the system is to simulate loca government's initiatives and
independence in creging their own financid resources as well as to secure protection for
financing activities by loca governments.

The program is sdf-financing, administered by the State Treasury but supervised by a Board
established by the Cabinet of Ministers.

Lithuania

Equdisation n Lithuania is administered basng on generd principles that relate to structurd

differencesin loca government revenues and demographic differences measured by such ratios
like the number of able-bodied population, the number of residents between the ages of 0-18
and the number of pensonable residents.

The factors that determine the equalisation grant are reviewed every three years and the grant is
sf-financing i.e. loca governments with high revenue per capita contribute to an equaisation
fund.

2.4: Lessons for Uganda.

From the foregoing review of the different syslems of equdization, it is clear that a lot can be
learnt for the benefit of the design of the Ugandan Equdization System.

Equalization grant is applied taking into account the existence of other grants and their activities.

In many ingtances equalization is applied with the basic objective of providing basic public
services that do not differ widdy among locad governments.  Therefore, in determining which
local government is or & not capable of providing comparable public services, measures of
revenue (tax) capacity and expenditure pressures are used. Some countries employ both
measures while others just apply one of them. Others measures of specia burdens are aso
sometimes taken into consderation.

Measurements of fisca capacity for local governments is based on only tax (revenue) bases that
are assigned to local governments either by legidation or otherwise.

In determining the beneficiary, many countries use the nationd averages. Those dtates, which lie

below the average, are compensated with an equivaent amount that enables them to provide
comparable public services.
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As regards determination of equdization according to expenditure needs, it is important for the
stakeholdersto agree on the following: -

* Which sarvicesto equdize
* Thecriteriafor equalizing those services should be objective and not easy to manipulate.
* Theweghtsfor each of the criteria

Funds to finance the Equdization program can be sourced from the center or contributions from
the loca governments that are above average of the fisca capacity measure and/or below
average in the expenditure pressure measure.

Equdization can be based on minimum sarvice levels prescribed by the centrd government. In
this case locd governments that are not cgpable of providing basc minimum services are
granted subsdies to enable them achieve the minimum sarvices.

Equdization can dso be based on the levd of economic development, development of
infragtructure and other local economic factors.

Experience seems to indicate that an independent Commission is better placed to manage
equdization fund for reasons of impartidity, objectivity and fairness.

3: Proposed Method of Equalization in Uganda.
3.0: Legal Provisions for the Equalization system.

The equdization grant is provided for in the 1995 Conditution of the Republic of Uganda in
Article 193 clause 1(c) & clause 4 and elaborated on in the 1997 Locad government Act,
section 84 sub-section 1(c) & sub-section 4.

Article 193 clause 1 of the 1995 Condtitution states that “ The president shdl for each financid
year, in accordance with this Congtitution, cause to be presented to parliament proposas as to
the moneysto be paid out of the consolidated fund as-...........

(¢) equdization grant in accordance with clause (4) of thisarticle’.
Clause (4) of Article 193 of the Congtitution defines equdization grant as“ ...the money to be
pad to loca governments for giving subsidies or making specid provisons for the least

developed digricts; and shal be based on the degree to which a loca government is lagging
behind the nationd average sandard for a particular service’.
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Section 84; sub-sections 5 and 6 of the Loca Governments Act of 1997 further provide that
this grant shdl be remitted direct to Didricts, City, Municipa and Town Councils. It is these
councils that are supposed to indicate how the equdization grant obtained from the centrd
government isto be passed onto lower levels of loca governmert.

From these legd provisons, the following conclusions can be drawn about equdization grants. -

1. The equdization grant is to be funded by the Centrd Government and out of the
consolidated fund.

2. It is to bendfit only some but not dl locd governmerts that are found to be serioudy
disadvantaged.

3. It is only didricts among rurd councils and city, municipd and town councils in urban
councilsthat will recelve equdization grants direct from the centrd government.

4. Although the centrd government will ded directly with only didricts, city, municipa and
town councils, these loca governments are obliged to indicate how they will pass on the
grant to loca governments with asmadler jurisdiction or adminigrative councils

5. The grant will only be a subsdy and therefore government will have no obligation of
compensating the beneficiaries to the full extent of their deficiency.

In addition, it isthe view of the Commission that for the grants to be effective, loca governments
will need to specify for each preceding year how they used the grant and the achievements
made. There will be need therefore to put in place a monitoring system to ensure that the grant is
used for the purposes for which they are given.

To operaiondise the equaization fund as spdt out in these legd provisons, mechanisms should
be put in place to ensure that: -

?? The revenue potentid of each loca government to fund its service needs is taken into
congderation.
?? These provisions are not abused by anybody.

3.1: Determining the Basis for Equalization.

Conddering the views of loca governments aswell as the theoreticd basis eaborated on above,
the aim of the proposed equalization system should be to reduce the differences in the ability of
the various locd governments to provide an average service levd to ther condituents.
Differences in the ability of locd governments to provide services to a least the average
pertaining in the country arises from bascdly two factors. -
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?7? Differencesin the expenditure needs of the loca governments.
?7? Differences in the ability of loca governments to attract financid resources to finance these
expenditure needs.

Differences in ability to attract financial resources.

Locd governments obtain financia resources from four sources namdy: -

?? Centrd Government via grants (unconditiona and conditiond).

?? Externa sources especialy NGOs and Donors.

?? Locd Revenue.

?? Non-budgeted sources like donations and revenues raised from fundraising occasions.

Therefore the services delivered by locad governments are congtrained by funds from these
sources. Expressed mathematicdly: -

LG sarvices=CG+UG+LR+D+NB
Where LR = local revenue; CG = Central grants;, UG = Unconditional grants, D =
Donorsand LG = Local government; NB = non-budgeted sour ces.

It has been established that the digtribution of (unconditiona and conditional) grants does not
introduce new inequdities among loca governments, athough they tend to perpetuate the
exiging inequities Snce they are given based on exidting capacities.

Revenue from externd sources and non-budgeted items depend partly on the versatility of the
leadership of the locd governments in question and partly on the objectives of donors. The
leadership of those loca governments can therefore address differences in revenue obtained
from these sources best.

It can therefore be concluded that any scheme, which seeks to equalize the pressure on
expenditure in each locd government, in an attempt to provide an average service levd to the
population, should seek to equdize: -

?7? Differences in the expenditure needs of the loca governments.

?? Differencesin the local revenue potentid.

3.2: Equalizing Revenue Potential.

3.2.1 Structure of Local Government Revenues in Uganda
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The Locd Governments Act, 1997° outlines the sources of loca governments revenues as
consgting of graduated tax, market dues, property tax, licenses and permits, vehicle parking
fees, user-charges, agency fees and other revenues which may be prescribed and approved by
the Minigter responsible for Loca Governments.

In practice, digtrict councils collect revenues from graduated tax, market dues, licenses and
permits, and other own sources.

3.2.2 Graduated Tax (GT)

Graduated tax is the sngle most important source of loca revenue. Between 1995/96 and
1997/98, the GT has been contributing close to above 80 % of own revenues of mogt digtricts.
As can be observed from the Chart on the next page, the trend of the average contribution of
the GT to locd revenue has been growing. 1n 1994/95 financid year it contributed to about 72
% and this rose to about 84 % in 1997/98 financia year.

3.2.3 Market Dues

Market dues are the second most important source of loca revenue. For the period 1995/96
to 1997/98, market dues have been accounting for less than 10 % of loca revenues of most
digricts. On a nationd average, the market dues contribution to local revenue was 18 % in
1994/95 but declined to about 7 % in 1997/98.

The contribution of market dues to loca revenue has not only been varying widely from year to
year within the same didtrict, but also from didtrict to digtrict within the same year.

Thisisin conformity with the fact that market szes (Szes of loca economies) vary alot resulting
in collectable dues to fluctuate accordingly. In addition, the rurad economies are agriculturd in
nature, and because of seasondity in agriculture, volumes of tradable commodities aso fluctuate
by the seasons resulting in variations in collectable dues. Other factors such the management of
amarket (private or public) may also affect revenue collections.

3.2.4 Other Taxes

Licenses and permitsis the third single important source of own revenue after the graduated tax
and market dues. They have, on average, been contributing about 4 percent of the loca
revenue of most local governments.

Property tax and fees from taxi, bus and lorry parks are virtudly non-exigent in dmogt dl
digricts. It is however not clear why loca governments are not collecting property tax. There

2 Fifth Schedule

21



isneed to follow up and establish how this revenue source could be developed. The picture may
be different for an urban digrict like Kampaaand other urban loca councils.

THE CONTRIBUTION OF THE DIFFERENT LOCAL REVENUES BY TYPE TO OWN SOURCE
REVENUES OF LOCAL GOVERNMENTS -- NATIONAL AVERAGE

O 1994/9H
1995/94
o 1996/9

o 1997/99

GRADUATED LICENSES & MARKETDUES OTHER TAXI,BUS & PROPERTY TAX OWN BUSINESS
TAX PERMIT REVENUES LORRY PARKS

3.3 Proposed Equalization of the Tax base

3.3.1 Measuring the Fiscal Capacities of Local Governments

As noted earlier, graduated tax and market dues are at the moment the major revenue sources
of locad governments.

From the current available informetion, it is not possible to compute the potentia revenues from
market partly because the base could not be determined. Therefore it was excluded from this
scheme.  Similarly, property tax was excluded from this equdization proposal because its
contribution to loca revenue isless than 5 % on average.

A fiscd capacity is therefore being measured using the potentia graduated tax revenues. This
should be reasonable as graduated tax forms about 80% of loca revenues in most loca
governments. Property tax, market dues, licenses and permits, and other revenues could be
introduced in the computation of equaization grants in the future when more reliable deta on
them becomes available and their contribution to loca revenuesincrease.

3.3.2 Potential Graduated Tax

The principle factors that contribute to differences in the collection of graduated tax by digtricts
are the number of taxpayers and their presumed wedth or incomes: locd communities are



principaly engaged in subsistence agriculture and their wedlth is assessed to derive a proxy of
their incomes for taxation purposes.

The potential graduated tax revenue was calculated as a product of estimated rura taxpayers
and an imputed average graduated tax from district expenditure surveys®.

3.3.3 The Estimated Number of Rural Taxpayers

Part 11 of the Fifth schedule of the Loca Governments Act, 1997 requires that graduated tax be
levied on every mae person of, or above the apparent age of 18 years...; and on female
persons of or above the apparent age of 18 years engaged in any gainful employment or

business.

To edtimate the number of rurd taxpayers, the current population projection for every didrict
classfied by age groups was obtained from the Statistics Department, Ministry of Finance,
Planning and Economic Development. It was assumed that every mae person in the age group
20 — 54 pays graduated tax. The femae population was excluded because they contribute to
the same household incomes, which is used for assessing the GT that the mdes pay. Therefore
taxing them would amount to double taxation. The estimated rurd taxpayers dso excluded age
18 — 19 asthey were assumed to be generally at school.

3.3.4 The Average Graduated Tax Rate Per Person

For each local government, the didtrict average graduated tax per tax payer was derived by
multiplying household expenditure (proxy of income) by a tax rate estimated from the locd
government graduated tax schedule. Based on the schedule the taxpayers were found to
contribute about 1.7 % on average of their household incomes as graduated tax.

3.3.5 Computation of Equalization

Theoreticaly the size of the equdization grant for alocal government should be measured as a
product of the total population of the local government and the gap between a nationa average
per capita graduated tax revenue and alocal per capita potential graduated tax revenue. i.e.

the nationd : 2 Potgnud GT per The population of
? | average potentid capitafor a X .
GT " icular local the particular local
per capita particular goven
oovernment

3 The Statistics Department estimated each District’s average personal income using the household
expenditure data of 1997.
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3.4: Equalizing Expenditure Needs.

3.4.1: Nature of services provided by local governments.

Part Il of Schedule 2 of the Loca Governments Act, 1997 ligts the services, which are to be
provided by the Loca Governments. The mgjor onesinclude: -

? ?Running of Digrict Hospitals, Health Centres and Dispensaries.
? 2Control of Communicable Diseases e.g. TB, HIV, and Leprosy.
? ?Rurd Ambulance Services

? PPrimary Hedlth Care

? Nector Control

? ?Environmental Sanitation

? ?Hedth Education

? ?Rurd Water Supply

? ?Provison of Nursery, Primary, Secondary, Technica and Specid Education.
? 2Child and Maternd Welfare

? ?Agricultura Extension services and

? ?Road Condiruction, Rehabilitation and Maintenance.

Locd Governments therefore incur expenditure to provide these services. The levd of
expenditure incurred by digtricts to provide each of these servicesis determined by one or more
factors.

3.4.2: Making a formula for expenditure needs equalization.

Determining the Criteria.

Using the services devolved to loca governments listed above as the starting point, we identify
the factorgcriteria, which reflect the circumstances that give rise to the expenditure needs of
loca governments. For every service that is delivered by the loca government, there is a
criterion or a number of criteria that influences the degree of demand for that particular service,
thus determining the need for expenditure.

That is, in a digrict with a ratively high population of children in the school going age, the
pressure on the loca government to provide school services will be higher than in asmilar loca
government with another distribution of the population

Shown in the table below are the didtrict service responsihilities categorized by their criteria
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Table1: Proposed Expenditure Need Criteria.

Serviceresponsibilities Criteria that determines pressure
on expenditure.
?7? Didrict Hospitals 1. Totd Population

?? Hedth Centres and Dispensaries

?? Control of Communicable Diseases eg. TB,
HIV, Leprosy

?? Rurd Ambulance Services

?? Primary Hedth Care

?? Vector Control

?? Environmentd Sanitation

?? Hedth Education

?? Rurd Water Supply

?? Primary Education 2. Population (5-14 yrs)

?? Specid Education 3. Population (15-19 yrs)
?? Secondary Education
?? Technica Education

?? Child Wdfare Expenses 4. Population (0-4 yrs)

?? Road Condruction, Rehabilitation 5. Km of Didrict Roads/Per Unit
and Maintenance Population

?? Extenson Services 6. Didrict Area

?? Rurd Water Supply

?? Maternal Welfare Expenses 7. Infant Mortdity Rate

?? Agricultura Extenson Services (Crops) 8. Crop Acreage

?? Agriculturd Extenson Services (Veterinary) 9. Livestock Population

?? Extenson Services (Fisheries) 10. No. of Landing Sites

NB: The types of Expenses on service provision are derived from the services devolved to districts as
specified in the Local Government Act of 1997; Schedule 2 part I1.

Determining the weights.

All the criteria above are necessary in explaining differences in expenditure pressures from locdl
government to local government. But, as dready sad, it isvitd to attach weights to these criteria
to show their relaive importancein tota local government expenditure.

The technicd method has been used to derive the weights. The method uses the average
countrywide expenditures in each of the service areas identified in table 1 as a measure of the
importance tha the loca governments attach to them. Below, is an explanation of how the
welights have been obtained.
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The weights have been caculated on the bass of actud digtrict expenditure on those services
fdling under each criteria category for the period 1996-1998.

The following Formula has been used -

Let E be the cdculated average expenditure for dl digtricts on service i for the period 1996-
1998. Let also w; be the weight of expenditure on servicei in tota expenditure.

w= "l  where(no. of sarvices) i = 17 (table 1)

CW,; = ?; w where CW, istheweght for criteriaj given asatota of theindividua weights of
the expenses under that particular category.

And ?j CW] =1.

Table2: List of Weights.

Criteria Weight
1. Totad Population 0.3885
2. Population (5-14 yrs) 0.3978
3. Population (15-19 yrs) 0.1305
4. Populaion (0-4 yrs) 0.0385
5. Km of District Roads/Per Unit Population 0.0219
6. Didrict Area 0.0102
7. Infant Mortdity Rete 0.0056
8. Crop Acresge 0.0025
9. Livestock Population 0.0025
10. No. of Landing Sites 0.0020

The weights then smply represent a measure of the average expenditure on the given services
determined by one criterion in the entire country.

Calculating expenditure needs figures.

Having obtained the criteria as well as the weights for each criteria, the next sep is to caculate
the expenditure needs for each criteria of individua loca governments.

This is done by cdculaing the “expenditure needs figure’. The expenditure needs figure is the
proportion of potential demand for services in alocal government represented by the value of a
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particular criterion out of the tota demand in the country for the same services naionwide (the
vaue of the criterion for the country) multiplied by the weight of the criteria

Expenditure needs figures for dl the criteria are then added up to obtain the total expenditure
needs figure for the respective loca government. Below is an example of how the caculation of
the total expenditure needs figure for Apac Digtrict.

Need Criteria Weight [Spending Need Exp. Needs Fig.
District National

Popn (0-4 yrs.) 0.0385 |103589 4148009 0.000961
Popn (5-14yrs.) 0.3978 158784 6056772 0.010429
Popn (15-19yrs.) 0.1305 57610 2234392 0.003365
IMR 0.0056 114 122 0.005233
Area 0.0102 6488 238827 0.000277
Crops Acreage 0.0025 272467 5060134 0.000135
Livestock popn. 0.0025 212638 10186281 0.000052
Km. of District Roads |0.0219 0.00116 0.08353 0.000304
No. of Landings Sites |0.002 174 7097 0.000049
Total 1 0.030861
Totd expenditure for dl didricts on PPAs 77,377,430,275
Expenditure Needs figure for Apac District 0.030861

Expenditure Needs per Capita = (0.030861 x 77,377,430,275) / 544342 = 4,387.

Where PPAs is Priority Programme Areas — the areas of responsibility devolved to local
gover nments as shown in table 1on page 25.

The first column contains the criteria and the second column the weights attached to each of
them. In the third column, didtrict figures are indicated for each of the criteria for example; the
population (0-4 years) for digrict A is 103,539. The fourth column gives the corresponding
figures for the whole country. The last column (expenditure needs figure) is obtained by dividing
the product of columns 2 and 3 by column 4.

The total population in Apac didrict is 2.55% of the total population in the country, wheress the
population in the age-group 5-14 years old represents 2.62% of the total population. Multiplied
by the criterion weights we now get that district A will need 1.0056% of the totd expenditure in
the whole country for the services determined by the tota population and 1.0429% of the tota

expenditure on dl servicesin the country for services determined by population in the age-group
5-14 years.

The sum of dl the expenditure needs figures tdls us that Apac didrict, in order to deliver an

average leve of services, needs 3.0861% of the total district expenditures in the country. More
than what a smple per capita criterion would dlocate.
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Obtaining Expenditure Needs per Capita.

The expenditure need per Capita (EN;) for aparticular loca government (i) is then obtained by
multiplying its expenditure needs figure (NF) by the total loca government expenditure (TE)
and dividing the product by itstotal population (R).

EN.= (NEXTE)/P,
It is the Expenditure Need per Capita that provides a measure of the expenditure pressure
exerted on each loca government and thus the expenditure need. The higher the expenditure
needs per capita, the higher the expenditure pressure and the greater the need for equalization.
For purposes of equdization, there is need to compare the expenditure need of each locd
government to a nationd average. This nationd average is caculated as a weighted average of
the expenditure need per capita of dl loca governments.
The difference then between the nationd average expenditure need and the expenditure need of
a paticular loca government forms the basis for equdization. Those loca governments above
the average expenditure need would quaify for equdization grants.
Equalization for Loca Government i is caculated as

EQ = (EN;— ENN) x P, x EF

WhereEQ, = Equdization grant for locd government i
EN; = Expenditure Need per Capitafor loca government i
ENN = Average National Exp. Need per Capita
P, = Tota population for loca government and
EF = Equdization factor.

Equdization can be doneto the leve of 100% or less depending on the availability of funds.

3.5: Summary of Findings.

Using the methodologies described above, computations were made for the revenue potentia
and expenditure needs of the different loca governments and the following results were
obtained.

3.5.1: Revenue Potential.
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%5 From the computation, the potentiad per capita tax revenue by digtrict ranged between
1,100 and 5,000 shillings and averaged about 2,560 shillings.

%5 Based on this criterion, 25 digtricts need to be equaized and the amounts ranged between
18.5 and 649.5 million shillings

%< |n order to equdize the digtricts by 100% to the national average revenue potentia, about 6
billion shillings will be required.

3.5.2: Expenditure Need.

#2s There were indeed variations in the level of expenditure needs of the different locd
governments. The expenditure needs per Capita varied within the range of Shs. 3,000 to
10,000 with one out-lier at Shs. 24,904.

%5 The nationa average expenditure need per capita was established to be Shs. 4,563

2 Twenty-four didricts had their expenditure needs per capita above average and thus
qudified for equdization.

%5 To equdize the expenditure needs of the beneficiary didtricts down to the nationd weighted
average (100% equalization), a totd amount of Shs 6,253,945,527 would be needed with
eech of the beneficiaries getting between shs 40 million and 500 million.

3.5.3: Equalization based on both Expenditure Need and Revenue Potential.

Combining the equdization results of both the expenditure needs and the revenue potentid :-

%< A total of 27 digtricts qudified for the equdization grant.

= The amount of the grant payable to each beneficiary would range between 12 million and
850 million.

« A tota of 12.75 Billion would be needed to fund the equalization scheme, 10.5 hillion for
digrictsand 1.575 hillion for urban councils.

The effectiveness of this equdization scheme in reducing differences in the revenue potentia and
the expenditure needs of the various loca governments was tested. Indeed, the scheme was
found to be effective in reducing those differences. An illudration of this fact is shown on the
next page.
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Differences in the Degree of Need among Districts
(before equalisation).
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As shown in the figure below, the proposed equaization scheme would indeed reduce the
differences in expenditure need as well as revenue potentia of the local governments.

Differences in the Need of Districts (after equalisation).
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4: Recommendations.

4.1: Recommendations

Equalization grants should have been introduced in the fiscal year 1996/97. Now that
the criteria are available equalization grants should be introduced immediately as they
are long overdue and significant differences in the fiscal capacities of local
gover nmentsto finance their expenditure needs exist. The grant can be financed out of

the annual growth in the gover nment budget.

The grant should be expended only within the five Priority Programme Areas (PPAS) of
government that is Health, Education, District Roads, Water Supply and Sanitation
and Agriculture Extenson. Local governments should however be free to prioritize
expenditure of the grant within the PPAs or any other public services and inform the

L ocal Government Finance Commission accor dingly beforethereease of the grant.

The Commission recommends that the grant should be released on a quarterly basis
for it to have a dgnificant impact on the ground. It also recommends that 15% of the

total equalization pool be set asde for the equalization of the urban authorities.

Thereisa need to continuoudly review the other financing schemes (unconditional and
conditional grants) to ensure that they are distributed on a fair and equitable basisin
order for the equalization grant to be effective. This is because the equalization grant
is a minor grant meant only for “filling in of potholes’ of the disadvantaged local
governments. It cannot therefore be expected to grow to a size that is comparable to
level of resources that are availed to local governments through the conditional and
unconditional grant schemes. The Commission will also continue with studiesto further

refinethe formulafor the digtribution of the equalization grant.
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The Commission should monitor and evaluate the functioning of the equalization grant
to ensurethat it isused to improve on the services wher e beneficiaries are found to be
lagging behind others. In this regard therefore, it is essential that sector ministries
speed up the compilation of National Standards of Service Delivery without which the

work of monitoring and evaluation will proveto be very difficult.

4.2: Challenges.

It is expected that the development budget will be decentralized in the financial year
1999/2000. The decentralization of the development budget will result in a significant
transfer of more financial resources to the local governments. There are concerns
however that if the mechanisms put in place for the transfer of these resources do not
promote equalization, they may introduce new inequalities among the local
governments. There is therefore need to look at the mechanisms for the transfer to
ensure that they do not ether introduce inequalities thus undoing the impact of the

equalization grantsor do not duplicate the equalization mechanism already in place.

It has been observed in a number of fora that there are horizontal inequalities existing
among local governments. Thus, much as these equalization grants are expected to
address the vertical imbalances and to some extent the horizontal imbalances among
the recipients, the horizontal imbalances among the lower level local governments
(especially sub-counties) remain largely un-addressed. These imbalances therefore
need to be addressed.

For the formula to be effective there is need to continuously improve on the quality of
data that is used. This should be achieved by:- improving on information flow among
the stakeholders especially financial information from the districts to the commission

and secondly, conduct mor e frequent surveysto maintain up-to-date data.

32



The equalization grant has been calculated on the basis of the potentially collectable
revenue and not on actual revenue collected. Given the very low collection rates
obtaining currently, local governments should come to terms with improving revenue
collection to ensure that local revenues play a more sgnificant role in service
provison. Therefore, there should be no room for complacency as regards local

revenue collection.



Appendix 7

SUMMARY OF ISSUES RAISED AT THE WORKSHOP ON
INTRODUCTION OF EQUALIZATION GRANT AT HOTEL
AFRICANA ON 10" March, 1999,

a) Stakeholders should be given time to study and respond on the
concept paper presented by the LGFC on proposed mechanism
for distributing the equdization grant.

b) The workshop recommended that equalization should start
immediady.

c) Equalization should be based on both the expenditure need and the
taxbase and should be simplified to enable stakeholders to fully
understand the gist of the equalization scheme.

d) The issue of implementing the grant leaves a lot to be answered.
Should it be conditiona or unconditiona? Should it concentrate on
PPAS or more services or even concentrate on particular services,
more particularly the revenue generating services?

e) The workshop recommended that athough there is need to
equaize, locd authorities should drive to enhance their revenue
collection efforts.

f) Services rendered by the urban authorities are unique in nature and
need to be anayzed criticaly when formulaing criterion for
distributing the grant.

g) The workshop further observed that due to time constraints debate
on the global amount to be set aside for equalization as well as
refinement of the criteria should not delay negotiations with the
Ministry of Finance for incluson of the grant in next years budget
alocations.
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COMMENTS MADE BY PARTICIPANTS ON THE PROPOSED EQUALIZATION
SCHEME AT THE ONEDAY WORKSHOP ON INTRODUCTION OF
EQUALISATION GRANT IN UGANDA HELD AT HOTEL AFRICANA ON 10™
MARCH, 1999.

The workshop was cdled by the Locd Government Finance Commission to present and
discuss the results and recommendations of a study, which it had undertaken for developing a
mechaniam for didributing equdization, grant. Mr. Tom Nkayawa, Director, Local
Government Ingpectorate on behalf of the Permanent Secretary, Ministry of Local Government,
chaired the haf-day workshop.

Theligt of Participantsis attached.

1. OPENING REMARKS: Chairman, LGFC

Questions/Requests to the Workshop
The Chairman implored the workshop to:
* reach an underganding, with the guidance of the Ministry of Finance, on how much
should be set asde as equdization grant
* ddiberate on the form in which the grant is to be applied (i.e. conditiond or
unconditiond ?)
* answer the question of the frequency of the grant (lumpsum, quarterly, etcO
e congder theissue of monitoring and accountability
¢ think of how to handle mid-term requests as is common in emergencies and disasters.
He hinted that there could be contingency funds to address such problems
e agree on the number of beneficiaries
* agree on the globa amount to be set aside in 1999/2000

He then outlined what would be done with the proposd after the workshop and this consisted

*  Polishing the recommendations (10" March)

*  Presenting the recommendations to the LGFC Commissioners (11" - 12" March 1999)
¢ Forwarding the recommendations to authorities as required by the congtitution

* Awaiting whatever developments are to come

2. REACTIONS
Every participant began by commending the LGFC for coming up with the equdization grant
distribution proposa and observed that it was an innovetive gpproach.
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2.1 COMMENTS BY ULAA — Secretary General; Mr. Raphael Magyezi

Concern:

He and other members of the local authorities have not had time to read and give considered
comments on the report he stressed that it was necessary to involve the Local Governments
(LGs) from gart to end, this could not be the find step. He therefore requested to be given time
s0 as to dlow him present the report to the locd authorities task forcein financid affairs whom
he believed would respond in aweek'stime.

Initial Reactions

a)

b)

Equdization grant should be started immediately. But LGs be given a least aweek to
study the concept paper and discuss it within the task force of ULAA before they
respond appropriately. The task force of ULAA comprises representatives of Chief
Adminigrative Officers, Chief Finance Officers and the Chairmen, LC 5.
SHient issuesthat the LGswill be interested in discussing are-
Whether the Grant should be conditional or unconditiond.
The suitability of the factors used in the proposed formulae. Already it is apparent that:
- Demographic factors are more prominent in the expenditure need
cdculations than otherslike area.
- Fiscd capacity caculations uses GT only. Wha is the implication of
leaving other taxes out?
- Expenditure need and tax-base are the only factors used. Aren't there
other factors left out?
As locd authorities they need to know the nature and methodology used to collect the
data that is now being used group didricts as needy. This will also mean answering the
guestion of the extent of consultation that was made and the leve of trangparency in the
whole system being proposed.
Should loca governments be equalized on the basis of a particular service that islagging
behind or on an aggregate basis?
The impacts of the decentrdization of the development budget on the available grant
systems.
LGs are ds0 interested in examining the amount available for the grart. Isit going to be
an annud caculaion? What is the reaction of the MFEPD? Is 16b sufficient compared
to the recurrent budget of 600 billion in the National budget.

22 COMMENTSBY MOFPED: Commissioner for Budget Ms F Kutesa.

Noted that:
The document is an additiond tool that the MFPED will use for budgeting

Because of the importance of the proposd, there is need for the MFPED to conceptudize
the paper before giving more consdered comments.  The ministry would therefore be in
pogition to give its comments later.
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Initial Reactions
The Minigtry of Finance is faced with a chalenge on how to address the issue of equdization
grant in the coming 99/2000 budget with lots of unanswered questions.

Paramount is the question relaing to source of funding -- where will the money come from?.
12 b for 27 digtricts and 2b for urban authoritiesis not asmall sum of money

How will donor funds be handled?

How will the equaization grant relate with other grants. It seems equaization grant is Smilar
to the conditiond grant.

Should equaizaion grant be a toped-up? In which case you ask affected didricts to
determine an amount over and above what they need? Is it possble for LGs to choose
areas to be toped-up?.

How will the funds be monitored and accounted for.

If garting thisfinancid year, should conditiona grant be maintained asit is now?

As a suggestion the number of didricts should be reduced from 27 and focus on particular
sarvices (say hedlth, etc)

2.3 PARLIAMENTARY COMMITTEE ON PUBLIC SERVICE AND LOCAL
GOVERNMENT: - Chairperson Hon. Winnie Babihuga.

Initial Reactions

The fact that 55% of LGs need equdization after only about 1 year in the decentralization
process could be implied from the fact that services decentralized did not have matching
funding
In generd thereisneed to :

- improve locd revenues eg. the adminigtration of the GT should be made more user-

friendly

- leve of accountability to beimprove
Are we funding PPAs again? Looking & PPASs only ignores some important overheed
costs like gaffing and their remuneration. She strongly fdt that the center should makethisa
priority area
Questions to the andyticd staff: Did you account for project distributions (both GOVT and
NGOs). As better endowed LGs (with projects) are a an advantage than those not.
Definite deficit areas should be identified
MOLG should pull up in its respongility for monitoring decentrdization. Line minidries are
expected to have minimum level of service ddivery. The MOLG has a responghility for
coordinating sector policies and this will address some haphazard policies that some
minidiries have.
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24  COMMENTS BY ASSOCIATION OF CAO’S: - Treasurer Mr Bisense

Initial Reactions

* Thegrant should come very fast

* Asto the question whether it should be conditiona or unconditional: LGs will accommodate
trandent conditions for such atime that they will ill be comfortable being guided.

* The question as to whether the grant should be conditiona or not should not arise because
the law digtinguishes them dlearly.

* Itisnot good to continue emphasizing PPAS because it leaves out most of the infrasiructures
such as buildings.

25 REACTION BY THE UNDER SECRETARY FINANCE AND
ADMINISTRATION MOLG/ COMMISSIONER LGFC

¢ Weshould not talk of top-up asthiswill confuse the grant with conditiona grant
* Clause 5 of Article 193 of the Condtitution requires that LGs indicate how the grant will be
digtributed. Therefore much of the conditions will come from down.

26 REACTION BY A REPRESENTATIVE OF KCC

* The grant should be conditiona athough conditions could originate from down or above.
The conditions we st will help in assessng what has been achieved in reducing “lagging
behind”.

* Thisthen emphasizes the need for monitoring. The level of monitoring should depend on the
result of economic analyss of the degree of lagging behind

* Expenditure needs and taxbases of urban authorities are different from those of rural LGs.
Therefore urban authorities should be treated as specia = on the one hand, expenditure
needs should capture the complexity of demand and on the other, the tax base should not
emphasize on the GT since the tax isfor ingance declining in KCC

277 REACTION BY MWHC

¢ Although we need more time to digest and react on the report, the workshop should accept
the proposa so that budget negotiation with the MFPED begins.
e Other p0| nts he pondered on:
Is the grant recurrent? In his opinion the grant should aim at generating
value, say building offices, markets, roads etc.

- Isthe equdization grant going to be a repetitive amount, say 12b every year? In his
opinion it should not be money disbursed every year. The money should target say
erecting a building, after that it should not continue flowing.

- There is need to adminigter the money from the center as differences exist in the
digrict civil service sstup (which affects accountability). It is dso gpparent that
some didtricts do not have the capacity.

- The problem of coordination between the line ministries and MOLG is ared one
needs to be addressed
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2.8 REACTION BY A CONSULTANT ON FEEDER ROADS STRATEGY

* By way of information, he stated that the 1992 Feeder Road Strategy required digtricts to
contribute 50% for feeder road maintenance. But until now the maximum didricts have
been contributing has been 3%

¢ Administrative weaknesses in LGs should be recognized

* Theformulae used for equdization is good for urban roads where traffic is a mgor factor
damaging roads. In digtricts it is a question of access, implying that damage on roads is
caused by terrain.  Therefore for rura roads, consideration of area or road density should
be ingtead taken. Therefore the formulaeis good but theoretical.

* The new drategy they are proposing will require LGs to contribute 40% for road
maintenance. Therefore if roads mean development, then there is need to review the 3%
currently being devoted to roads

29 REACTION BY A COMMISSIONER LGFC (BAGUMA)

*  Remuneration should be an important factor in equdization.

¢ Centrd adminigration of the fund will cal for additiond expenditure, therefore we should
be aware of this

* Thereisneed to consgder equdizing infrastructure

2.10 REACTIONBY A COMMISSIONER LGFC (JOEL KAFUKO)

* The question of accountability should not be a mgor factor for pendizing LGs because it is
not true that as you go down you get less qudified persons

The grant should address the issue of property valuation in urban authorities so as to enable
them to collect more property tax..

3.0 WAY FORWARD (Chairman LGFC)

* Timeisahig condraint therefore the globa amount to be put aside should not be subjected
to further debate

¢ Discussion with stakeholders will continue for refining the mechanism of alocating the grant

* Thereis4ill room for improvement

Caution by the Chairman LGFC
Equdization grant is a minor grant compared to other grants. It is meant for filling up potholes.
Therefore effort for improvement should equaly be put in the other grants.

General Agreement

%< Negotiations with MFPED to secure the money in the budget was endorsed to proceed.
25 Comments from stakeholders to continue flowing-in to the commission.
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