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Financial autonomy of
local and regional Dutch government and the Netherlands
government: recent Court of Audit at a glance
Dutch experience Local finance and European perspective

Recent developments

_ Challenges ahead
Hans de Groot, senior counsellor

The Netherlands Court of Audit

State of the Netherlands Netherlands government

‘ Head of State (Queen) ‘

State Level Cabinet

Three Governmental Levels: Notherands House of Senate
Court of Representatives (75 members)
Audit (150 members)
State level i

Provincial
Provincial level | audit offices

Commissioner
Executives

Councils (12)

Provincial ‘

Provincial level (12 provinces)

Municipal level Municipal Mayor — Municipal
.. .. . audit offices Eldermen Councils
Municipal level (443 municipalities) (443)

‘ Inhabitants of the Netherlands (16,5 million) ‘

Audit Mandate and Scope Audit Mandate and Scope
Mandate: Constitution (1814) Scope:  Central Government
Government Accounts Act (2001) Legal entities with public duties

(social security, regulators)

“NCA audits whether the financial management meets

standards of regularity, is well ordered and accountable” (Art. State subsidized organisations

82 GAA) (social and cultural services)
“NCA audits the effectiveness and efficiency of central . .
government policies” (Art. 85 GAA) Recipients of European Union
subsidies




Key facts about the NCA

Independent

Board: 3 members

About 300 staff, of which 200 auditors
Annual budget: € 26.7 million

25 reports annually

Reporting to parliament, ministers, other
auditees and the public

Council of Europe

European Charter of Local Self-
Government (1985):

‘Local authorities shall be entitled, within
national economic policy, to adequate
financial resources of their own, of
which they may dispose freely within the
framework of their powers*

Different recommendations

Basics of local finance

COE-study Local finance in Europe (1997)

Local taxation to encourage balancing costs
and benefits of local public services

Equalization transfers or grants from central
government if access to services should be
independent of local income and wealth while
respecting local preferences

Specific national objectives require specific
grants that cover costs

Some European data

Relative importance of local government
in comparison with state and central
government and social security funds

Expenditure data approximate volume
of local vs. total government spending

Local vs. total tax revenues measure
importance of local balancing of costs
and benefits of public services
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Dutch local finance

Large dependence on grants

Municipalities: 44% general grants, 36%
specific grants: welfare benefits, primary
public schools

Provinces: 23% general grants, 52%
specific grants: regional public transport,
environment, institutional youth care

Sophisticated distribution models

General grant to municipalities:

60 parameters to reflect demand for
services and cost differences:
population size, age, income,
occupational status, area size,
correction for local tax capacity (local
property values)

Provinces: simpler, but similar

Level of grants

Political agreement on total level of general
grants, more or less following evolution of
central government expenditures

Discretionary spending of general grants,
although national legislation sometimes
imposes constraints

Specific grants with specific requirements on
standards of service and accountability to
central government

Recent developments

Stated central government policy already for
decades prefers local taxation and general
grants over specific grants

Reduction of specific grants: 1/5 of the level 25
years ago, 40% reduction in money terms, but
slow down in recent years

New target: reduction by another 50% (15% in
money terms) between 2007 and 2012

specific grants 1980-2007
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On the other hand...

Amended law in 2008 introduces
‘decentralization grant’ as part of the general
grant

Part of general grant, but not distributed
through model parameters

Practice: many ex-ante conditions to be fulfilled
when local government applies for this grant

As a general grant no ex-post accountability to
central government for spending and results




On the other hand.. continued

New grant introduced despite negative advice
from Council of State and Financial Relations
Council

Incentive for central government to transform
specific grants into decentralization grants

Also: in 2006 one billion euro reduction of local
revenues by exempting users (not owners)
from local property tax

Challenges ahead

20

Current credit crisis and economic recession
stresses financial relations between different
levels of government

Recovery of assets from bankrupt banks led to
debate between central and local or regional
governments

Crisis requires careful coordination of central
and local investment programs, also taking into
account EMU-criteria

Challenges continued

Recent report on the system of general grants
to provinces will revive debate on tasks and
finances of different levels of government

Decentral financial autonomy has to be
carefully designed, accounting for local
preferences and solutions on one hand and
nationwide preferences for universally
accessible public services on the other hand

Challenges continued

The Dutch system of a fundamentally open
economic household for each of the three
levels of government requires political
consensus on the optimal division of
responsbilities between those levels — even
before considering finances

Answers to the economic crisis could be found
in solutions provided by local and regional
government: creative, flexible and adapted to
local needs and capacities




Some Political Economy Insights
to Multi-Level Government
Financing Mechanisms in

Hungary
Analyis of political budget cycles and partisanship

in municipal investment activities and central grant
distribution

Judit Kalman — CEU
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Structure

* 1.Introduction
—What this paper is about? Theoretical context
— Empirical context

» 2. Some background facts on the
Hungarian local govt. infrastructure policy

» 3. Data and estimation methods
* 4. Empirical Results
5. Concluding remarks

What this paper is about?

Point of departure: how do political institutions
effect ?overnment efficiency? How much the
struggle for votes distorts economic
policy/financing choices?

Interaction of politics and economics — old and new topic
(A.Smith, J.S.Mill - Buchanan, Lindblom etc. — new
political economy)

Puzzle: decentralization is a continuing policy trend,
LGs becoming important players in the economy —
however in reality there are downsides,

institutional, political and other factors that do
interfere with decision-makln? and can increase
the chances for inefficient policy outcomes

Theoretical Context

Traditional public financeffiscal federalism
Decentralization theorem (Tiebout,Oates etc.): matching public
services more closely with local preferences brings allocative
efficiency gains (economic argument) + more responsible and
accountable, less corrupt government (political argument)

Critiques of decentralization + 2nd generation of Fisc.Fed.

« decentr. brings coordination problems which can result in
equity and efficiency problems : a great need for central
government intervention (“trap” of decentr.), insufficient
information and institutional setup can eventually lead to
strategic behavior and thus to management problems,
scope of corruption might in fact be increased

b decentr. outcomes depend a lot on the design of fiscal
transfers (Shah,2005)

Theoretical Context

Political economy of intergovernmental grants:

(Worthington-Dollery, 1998, Grossmann, 1994, Dollery-
Wallis,2001, Porto-Sanguinetti 2001, Drazen 2002, Feld-
Schaltegger 2005, Pinho-Veiga, 2004 etc.)

« grants are viewed as providing direct political benefits to
both recipient and higher level government or governing
party (esp. In vote-generating visible expenditure items)
without pain of additional taxation for the recipient, while in
exchange they deliver political capital/votes for the higher level

« literature on pork-barrel programs (Ferejohn,1974, Weingast,
1984, Persson and Tabellini,2000 etc) and rent seeking
(Tullock etc.)




Theoretical Context

Political Business/ Budget Cycles: manipulation of economic outcomes
/instruments of economic policy surrounding elections

— 3 generation of models: opportunistic(office motivated-
Nordhaus,1975) vs.partisan (ideologically difft. Goals — Hibbs, 1977,
1987) signalling competences ﬂRogoff-Sibert, 1988, Rogoff,1990),
moral hazard Persson and Tabellini (2000), Shi and Svensson (2002),
DeHaan-Mink(2005)

— Targetting core disctricts (risk averse candidates favor their supporters
Cox-McCubbins,1986) vs. swing districts (Lindbeck-Weibull, 1989, Dixit-
Londregan,1999, Johansson,2003)

PBC empirical literature: mixed, for usage of fiscal polic
instruments/deficits there is more empirical support very few on PBCs in
the subnational context (Veiga,2004, Veiga-Pinho,2005, Balerias-Costa,
2005, Sole Olle-Navarro, 2006) — need for more

Voting literature: economic conditions effect on election results - debate on
retrospective or prospective voting? Pocketbook voting?

— a deeper understanding of the connection between federalism and
economic and political performance is clearly needed

Empirical Context

* LG policy sphere: institutional and political complexities + paradigm shift
from government (hiearchical, bureaucratic,standardized) to governance
(consumption based, corporatist, network governance?]b analysis of LG
policies can only be adequate if they account for the complexity of
actors and incentive mechanisms (Bailey,1999)

« Capital investment: sub-national governments very active (in EU more
than 2/)3 of all public capital exp.by LGs in 2005, 176 bn Euros - Dexia
Report

< infrastructure financing is especially prone to political considerations
and corruption due to high visibility, high expenditures, lobbying by special
interests, possible control of timing and level of investments by politicians —
offering more transferable political capital (Romp-deHaan,2005, Veiga-
Veiga,2006) — yet they strongly effect long run growth prospects an
productivity of a country

Central capital grants given to municipalities are more discretionary
than operational ones (not all localities receive them) - more room for
political considerations.
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Background on Hungary

* Hungary is an interesting case to study for several
reasons:

1) it is arecent democracy,where decentralization was a
major part of transition with a significant shift of
responsibilities to LGs and the bulk of research on
political economy of intergovernmental grants have
been mostly focusing on older democracies - there is no
such research with respect to Hungary (and even very
few for transition countries en bloc

2) transfers (from both national and EU funds) are the
main sources of municipal investments - cc.20% of LG
budgets go for infra — huge tasks in infrastructure
investments for LGs

3) institutional structure of and the policy instruments
available to local governments are identical for all
localities (i.e. no further intermediate administrative
levels)

Background on Hungary —Sources
for LG Investment
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Hungary - First glimpse on data

Ratio of investment expenditures in total local
government expenditures !

General Government Deficit history
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Source: Own data - election years (1994,
1998 and 2002) do in fact stand out!




My Research

2models:

« Areinvestment expenses of LGs influenced by political
cycles (elections)?

— 1993-2003 panel fixed effects
— (natl. and local elections same year in H. — hard to separate
effects)
« Do political effects play some role in central inv. grant
allocation to LGs?

— Does same political color of a city raise chances for grant
receipt? (core district model)

— effect of elect. year in grant allocation?

— 1995-2003 panel probit ( probability models)
Full sample + sub-samples

- size

- % of own revenues

Data

« Panel dataset built from the Regional Public
Administration Authority database containing all
(n=3130) Hungarian local government budgets

* 1993-2003, a period bridging

¢ linked with some demographic and
socioeconomic data from the “T-Star” territorial
database of the Hungarian Statistical Office and

« local election data from the Ministry of Interior

Models Tor PBC N per capiia LG investment expenditures

Description Expecte | Result Resulton
dsign (panel  subsampl
FE) e:
received
central
inv.grants
Dependent Variable
per capita municipal inv. expenditures Dep var
Folitical variables of interest (ummies)
election year . - -
year before election v — —
distance from next election year - -
mayor political color same as central 0 IR Not sign
government
Control vars Tor LG revenue base
per capita local PIT base - - Not sign
per capita municipal current 6wn income - EEVA=] VA=)
per capita municipal investment income - T B T D
per capita investment grants received + = =
% of own resources in LG budget + o R
Controls for need (demand)
population + “0 “o
indicator of local infrastructure endowment - Eey Not
sign./+++
indicator of local education demand + 0
indicator of local health service demand + *0
indicator of local social service demand + “0
% of young population I Notsign.  Not sign
% of old 1ati + Not sign
+/-  :low positive /negative effect (coefficient under 7-10%)

medium positive/negative effect (coefficient between 7-10 to 20-25%)
strong positive/negative effect (coefficient above 20-259%)

gn.: statistically not significant

*0  : significant, but close to O

= : not used in analysis

Models for partisan effects in grant recipiency (probability models)

Variable Description Expected | Result
sign Probit

Dependent variable

received central invest. grants (addressed and| Dep.var

targeted)

Political variables of interest (dummies)

Slection year - e

year before election + -

distance from next election year - Not

sign

local government political color same as central + +

(absolute or relative majority)

Iocal government political color same as central - E=

(absolute majority)

mayor political color same as central government - -

Control vars. for LG revenue base

per capitalocal PIT base - *0/>

per capita municipal current own income I+ ~o/ &

per capita municipal investment income I+ “0/ >

% of own resources in LG budget I+ ++

Controls for need (demand)

population F )

indicator of local infrastructure endowment - +

indicator of local education demand - AZ]

indicator of local health service demand Ea oI >

indicator of local social service demand + o/ &

% of young population + o+

% of old population - A

+/-  :low positive /negative effect (marginal effect under 7-10%)

/- medium positive/negative effect (marginal effect between 7-10 to

20-25%)

+++/---: strong positive/negative effect (marginal effect above 20-25%)

Not sign.: statistically not significant

*0 significant, but close to 0

=] not used in analysis

Major results

municipal investments culminate in election
years (in allmodels and in all LGsize categories, except the largest and
most fiscally independent (above 40% own.rev)

- elections affect the central distribution of investment grants: +2.5-4%
more chance for grant receipt, if there is an election year, especially for
those municipalities, who have less of their own to invest from

practices of different central governments in Hungary: same political
color of the absolute majority in a local government with incumbent
central government increased the chances for getting investment
grants considerably gwith +6-20%) —

) and for those with 10-40% own revenues in the LG
budget)

« political color similarity of mayor adds +2.5-15% chances (more
A above 15000 and adds +12-17% chances for the
group with above 40% own resources in their budget)

Major results

Socioeconomic and need-based controls — mixed role in
investment decisions

« the PIT base (wealth) of a city does not explain the
investments of grant recipient localities

« Budget constraint variables are positive and significant,
changes in per capita grants received has the greatest impact -
highest for largest cities (larger, costly projects)

* Need indicator composite controls (educ, health, social)

NOT significant at all in local investment outlays (not

surprising,within variation between years very small)

Infrastructure indicator (of existing level) - matters for

those under 15000(majority of H. LGs) negatively as

expected (have more infra, invest less), does not matter for

those with considerable financial independence (above 40%

own revenues)




Major results

Socioeconomic and need-based controls in GRANT
allocation —turn out to be not so important

Grants are supposed to correct for equity and effic. problems, yet

« PIT base (wealth of citizens) was always significant, yet
practically zero

« infrastructure indicator (ind_infr) behaves oddly, either not sign.
or positive sign! - appears the grant system in fact rewards
an existing endowment of infrastructure

* +17-25% to the chances of receiving investment grants for a
1% increase in own revenues - it seems grant policy indeed
rewards local efforts, however this also means favoring the
better-offs + there is a preference for bigger cities—
enlarging inequalities (+/-? Different interpretations)

Policy implications

Grant schemes inefficiency
, rent-seeking -
real political influences and rent- seeklng (pre-agreed tenders?,
investments by munic.enterprises?
) due to grant incentives
operation cost problems
— Favors most developed, well-off (0.k. by New Econ. Geography)

— future

As long as grant dependence of Hungarian local governments, strong
effect of political factors is likely to remain —reform of local own
revenues seems crucial

Competition for investments -state (nonLG) or private (80-85% of total
inv.)— uncertainty in public finances might affect private behaviour

Complexity of financing and institutions—fiscal illusions (misperceptions)—
financing of sub-national govt. and public investments in general needs
simplification and greater transparency
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Contributions - what is new in my paper?

Topic of this paper: political motivations present in local
infrastructure development and central and local governments’
fund allocationn decisions in H., F0|Itlca| budget cycles and
partisan considerations empirically verifiable

« Interesting for academia and policy sphere too

« Contribution to few international publications on political
budget cycles at the subnational level - most papers in the PBC
literature deal with old, established democracies, a few on
developing ones and none on transition countries

« anew contribution to the political economy of intergovernmental
?rant allocation mechanisms — with a case of a transition country -

irst such analysis of Hungarian data

« Intuitive results

— Relevant for other countries — the point is not about blaming H.
governments
— Provide grounds for comparison/generalization

Thank You!

Comments welcome

judit.kalman2@gmail.com
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Public Risk Management
with special reference to Dutch
municipalities
a paper for the COE conference at
Twente University
April 2-3 2009

Public Risk Management
I

by BOORSMA, Peter B.

» Professor of Public Finance
» Twente University
» Enschede, the Netherlands

Introduction
|

« drought

flooding \- nature
diseases
bad harvest

theft or assault -
threat of an invasion " other people
competition /

Introduction
]

* Chinese Wall, sharing

« afirst paper on insurance: in the early 17th
century by the famous Dutch statesman
Jan de Wit

+ second half of the last century

* USA : PRIMA, Public Risk Management
Association

» Western Europe: developing PRIMO

Introduction
11

the Netherlands, early nineties:

* a Bylaw for the municipalities and
provinces : Risk Paragraph

» Paragraph on Financial Resilience

Content

« the difficult concept of risk
« distinction between positive and negative risks
« focus on negative risks

« the different steps or phases in a risk
management

« the Dutch municipalities’ approach of resilience.

¢ some objections and suggestions for
improvement

¢ some conclusions.




What is risk?

an event
the frequency or chance or probability
the damage

Definition: the chance a specific event will
occur which will cause damage

What is risk?
Complications

Example: event of a dike breaking

* by different causes
—damage to different objects
— each effect not easy to assess: chances for

different losses are different

+ one cause: different effects: break through
of the dike, flooding on other places,
capsizing of ships, etc.

[llustration of Risk
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The risk management cycle
I

I. Policy formulation

» |l. Risk identification

» lll. Risk assessment

» V. Prioritization

* V. Policy measures

* VI Implementation and organization
* VII. Feed back

The risk management cycle:
Risk identification

different instruments to distinguish and
identify risks
use a systematic classification:
— events (like afire),
— policy fields or organizational departments,
— objects impacted by the event.
Use the classification most suited for
your organization
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The risk management cycle:
Risk identification Il

« classification of risk objects

Buildings Other material damage llmmma;e)”“ damage
Machinery Personmel Other orgari zations
Inventory Clients Sdesloss

IT Other citizens Environment




The risk management cycle:
Risk assessment

I. assess the chance or probability of an
event.

Il. quantify the possible damage(s).
—one event may have different consequences

—one consequence may have a varying
intensity
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the frequency-severity index:
prioritization
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The risk management cycle:
Policy measures

* economists’ approach:

— the consequence of an event is a damage or loss,

— the measures will cost money.

— weigh the advantage of possible but uncertain loss

reduction against certain costs

 Bell and Schleifer (1995): “Often risk can be
reduced at a cost. Clearly, if the price gets too
high it may be better to stick with the risk.”
70% of risks caused by human failures.
promotion of risk awareness!
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The risk management cycle:
Policy measures: Risk Control

Risk Avoidance: very extreme: the ending of
an activity.
Risk Prevention: reduce the probability
Risk Reduction: reduce the damage
Segregation of risks:

1. splitting or spreading

2. doubling
Contractual Risk Transfer

Note: all (1?) measures cost money!

The risk management cycle:
Policy measures: Risk Financing

1. Acceptance
— Funding from current account

— Funding from free reserves
— Funding from special reserves

— Captive

17

The risk management cycle:

Risk Financing:
2. Insurance
— A mutual insurance
— A commercial insurance

Implementation and organization
Feed back




The Dutch municipalities approach
The rules in the bylaw |
* since 1995 all (say 350) municipalities and

12 provinces a paragraph on risk
management.

* Since 2004 a paragraph on financial
resilience.
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The Dutch municipalities approach
The rules in the bylaw I

* A scrutiny of the available financial
capacity,

* A scrutiny of the risks (needed financial
capacity)

 The policy on the financial resilience, the
risks and the measures taken.

The Dutch municipalities approach
The rules in the bylaw III

» Step 1: summarize the uncovered “risks”
—risks which occur frequently,
—can for that reason be easily assessed

—can be covered for that reason by a reserve
or by insurance.
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The Dutch municipalities approach
The rules in the bylaw IV

— Step 1: summarize the uncovered “risks”
« ‘positive risks’ and pure risks
« 3 categories of risk:
« financial risks
« risks for property
« risks related to the internal organization.
« distinguish between general risks and specific risks

The Dutch municipalities approach
The rules in the bylaw V

» Step 2: calculate the financial loss
due to these uncovered risks. = the
financial capacity needed.

» Step 3: calculate the financial capacity
available. Equal to:

the available free budgetary reserves
+ the available room for extra tax income
+ hidden reserves.
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The Dutch municipalities approach
The rules in the bylaw VI

» Step 4: the financial resilience =
the ratio between the capacity available
and the capacity needed.

» Step 5: give an exposé of its risk
management policy.




Empirical findings |

« Boorsma and Haisma (research 2005-06)
¢ data from (a few provinces and) 130
municipalities
« Step 1: identification:
— The municipalities do not identify the risks in a
systematic way

— No distinction between events, policy fields exposed
to risk, and risk exposed objects
— Cause: only unfunded risks are to be mentioned ??
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Empirical findings I

— positive and negative risks: most cities only mention
the pure or negative risks.

— The distinction between general and specific risks

mostly is not followed.
* Step 2: the assessment of the possible loss or
of the financial capacity needed:

— Afew cities, 5 out of 130, use the approach of the
enlarged frequency-severity index

— 28 have quantified the chance, without quantifying
the resulting damage.

— Many cities do not calculate the possible risk in an
appropriate way.

Empirical findings Il

— Many cities do not mention what is needed at all.

« Step 3: calculate the financial capacity available:
— 124 mention the available financial capacity

« Step 4: Calculate the financial resilience as the
ratio between capacity available and capacity
needed.

— Only 13 out of 130 calculated the needed financial
capacity.

— The range is between 0.39 and 3.92, the average
being 1.58.
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Empirical findings IV

* Step 5: the municipal risk management
policy:
—Only 7 presented an explicit policy.
—Only 6 formulated a rather complete policy.

— Most do not formulate the ways to improve
the resilience.

Conclusions |

« Risk management is growing as a special,
multidisciplinary discipline.

« Enough reasons to implement a modern public
risk management.

« A growing mass of literature.

¢ In Holland there is an interesting new policy

¢ Quite much room for improvement!

« Especially the calculation of the possible loss, in
theory difficult, is even more in practice a difficult
problem.
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Conclusions Il

» The main objection to the Dutch approach
is the restriction to “uncovered” risks.

» Each organization should have a full,
systematic approach of all risks.

» Williams and Heins (1989): “Since no one
knows the future exactly, everyone is a
risk manager, not by choice but by sheer
necessity.”




