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Models of tax assignment: theory and practice

As the conventional model of tax assignment in a multitier governmental structure recognizes most productive revenue sources are assigned to the central government (Bird 1999). This pattern can be obtained in most of the countries over the world. In case of fiscal decentralization a certain portion of financial sources is assigned directly or indirectly to local level. There are several arguments for levying taxes at lower or central level of government:

· Provision and financing of services at a local level might induce improvement in attitude to taxation. 

· Imposing taxes by the central government might cause an increasing economical return to scale concerning administration costs.

· Higher local tax revenue might reduce the dependence on state budget support.

The key question in case of tax assignment in a multilevel government may be formulated in the following way: “Who should tax, where, and what” (Musgrave 1983, 12). Bird (1999) comes to the conclusion that the normative models, neither the Public Economics Approach
 nor the Public Choice Approach
 can explain and describe tax assignment in the developing countries. The inconclusive nature of most discussion of the problem means that current situation reflects “more the outcome of political bargaining in a particular historical situation than the consistent application of any normative principles” (Bird 1999, 9). 

As Dafflon (1992) notes the only useful contribution economics can make is to suggest “how the institutional structure might be adjusted in order to produce best possible results”. Nonetheless some “rule of thumbs” can even be formulated, namely subnational governments need to control their own revenues being able to act responsibly and to make their own policy choices. Musgrave (1989) formulated the guidelines for local taxation as follows:

· Mobile tax bases is to be taxed at intermediate or lower level of government.

· Local taxes must not sensitive to business-cycle fluctuation (recession or boom).

· Benefit taxation is required at all level of government.

As Oates (1996) states, a lower level of government should be relied as much as possible on benefit taxation of mobile economic units, including individuals and mobile factors of production. It also essential that “to the extent that local governments make use of nonbenefit taxes, they should employ them on a tax bases that are relatively immobile across local jurisdictions” (Oates 1996, 36). 

Local tax systems

Accepting the importance and role of taxation at local level of government several models and alternatives may be formulated depending on who should tax, where and what. Local governments may derive revenue from local taxation by any of the following (Davey-Péteri 2004, 217):

· Levying taxes themselves.

· Imposing a locally decided surcharge on a revenue levied and collected by other levels of government.

· Receiving a fixed share of national taxes collected within their jurisdiction.

Insisting on the conventional interpretations of local taxation only the first and second alternatives will be described and evaluated in this paper. To identify appropriate local tax categories first their benefits and drawbacks should be analyzed. Swianiewitz (2003) formulated the basic principles of local taxation as follows: 

· The allocation of tax yields is to be proportional to allocation of functions.

· Tax base has to be distributed uniformly.

· The tax is to be defined well in geographical space.

· Visibility of the tax is essential.

· Tax yields should have elasticity against inflation.

· Tax base should be relatively immobile.

· The system of local taxes should not be too fragmented or too complicated.

Bird (1999) notes that property taxes, excise taxes, personal income taxes, sales taxes and taxes on business are the only economically acceptable categories of taxes levied at the local level of government. As McLure (1993) states excise taxes are a potentially significant source of regional revenue, largely on administrative and efficiency grounds while taxes on business are very weak on efficiency grounds and are strongly criticized for distorting location decisions. Sales tax – as a value-added-tax – generally is levied at the national level and the revenue is shared on a formula basis with the regions (intermediate level of government). It means that only property taxes and/or personal income taxes are economically and socially justified at lower level of government. 

The property tax is a stable form of revenue, allows only limited tax exportation. It acts as a rough form of benefit charge as well: the value of real estate is strongly influenced by the level of local services. Nonetheless property tax is an unpopular form of taxes because it is a visible tax burden therefore citizens directly confront it. Property tax is regressive and the assessment of tax base might be fairly complex and expensive (Szalai−Tassonyi 2004). Property taxes levied on plots and buildings discouraging investment in improvements. The other important and frequently used form of local taxation is levying a personal income tax generally in the form of a surtax on the national income tax base. 

Examining local tax systems in OECD countries generally one form of local tax, either property tax or personal income tax prevails, while another tax categories such as taxes on business, excise taxes are also imposed by local governments. Concerning tax rate generally there is a maximum ceiling or bracket prescribed centrally within governments can make on their own decisions (Swianiewicz 2003). In Europe local taxation is based on property taxes in the United Kingdom, France, Spain or Poland. On the other hand all Scandinavian countries provide good examples for local tax systems where personal income tax plays a dominant role. In that countries local tax revenues amount to even 30-40 percentage of national tax burden.
Local taxes in Hungary

In 1990 local taxation system of Hungary faced considerable and radical changes due to the launch of the transition process. While at he beginning of the decade local governments were still fairly reluctant to introduce local taxes, from 1995 due to the central fiscal restrictions the role of local taxes have appreciated. In 2007 more than 98% of local governments levied some kind of local taxes collecting more or less local revenues and local taxes constituted 15,1% of total revenue available for municipalities.

In Hungary the 1990 Law on Local Taxes stipulates the possible types of local taxes local authorities may levy, the determination and assessment of tax base and the formula for the computation of tax burden. Maximum size of local tax rate is also set centrally. 

Local governments in Hungary may make a choice from among a wider set of available taxes since central regulation gives them a broad freedom in that. Local governments are entitled to introduce any or all of the following taxes: property tax, communal tax, tourism tax and business tax. 

Property tax can be imposed on residential and non-residential buildings and plots. Local governments may decide free whether the assessment of tax burden will be area-based or value based. A value-based property tax is applied only by a few local authorities recently. There are two different types of communal tax: one levied on private residents and one imposed on entrepreneurs. Communal tax on persons is a special property tax, since it can be levied on household dwellings (owned or rented) while corporate communal tax can be considered as a payroll tax because it is based on statistically corrected size of staff of locally registered companies. 

Tourism tax is one of the most conventional local taxes in Hungary, it can be area based or it can be levied based on turnover (per capita accommodation fee). The business tax is a turnover tax levied on manufacturer’s and retail sales’ net turnover. It can be considered as a local piggyback on the centrally levied corporate income tax (Davey-Péteri 2004). 

As Figure 1 shows business tax has been playing a dominant role in the Hungarian local tax system, it constitutes more than 80% from total local tax revenues of local governments. Business tax is a very popular form of local taxation from the view of local authorities because local politicians expect less resistance from entrepreneurs than from residents (Balás-Kovács 2004). Hungarian citizens feel themselves overtaxed.

Figure 1

Local tax revenue of local authorities 1991-2007
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Examining the importance of other local taxes in Hungary it can be obtained that property tax on buildings has an even more dominant role, it constitutes more than 60% of other local taxes collected by lower level of government. Area-based tourism tax and communal tax on entrepreneurs can provide only a negligible portion of local tax revenues.

Figure 2

Importance of other local taxes
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Balás-Kovács (1999) in their paper examined the characteristics of local tax categories imposed in Hungary and came to the conlcuison that only a value-based property tax can satisfy all the requirements that are necessary for an ideal local tax system while tourist tax (based on turnover) and corporate communal tax have the most disadvantages.

Table 1

Characteristics of an ideal tax system

	Charateristics
	Business tax
	Tourist tax
	Communal tax
	Property tax

	
	
	Area-based
	Turnover
	Corporate
	Resi-dential
	Area-based
	Value

	Paid by those who use service
	
	X
	
	
	X
	X
	X

	Stable tax base
	
	X
	
	
	X
	X
	X

	Transparent tax system
	X
	X
	
	X
	X
	X
	X

	Generates sufficient revenue
	X
	
	
	
	
	X
	X

	Equitable and affordable
	X
	
	X
	
	
	
	X

	Causes of the lowest possible economic distortion
	
	X
	
	X
	X
	X
	X

	Not levied on citizens who are not part of the local community
	
	
	
	X
	X
	X
	X

	Simple administration
	X
	X
	
	
	
	
	X

	Politically acceptable
	X
	
	X
	
	X
	X
	X

	Wide tax base and low tax rate
	X
	
	
	
	X
	X
	X


Source: Balás-Kovács (1999)
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� See, for example Mugrave(1983).


� For a more complete discussion see Brennan-Buchanan (1980).


� Local governments also realize revenues from shared taxes, such as Personal Income Tax and Vehicle Tax. Revenues from shared taxes amounted to 26,4% of total revenue in 2007.


� Based on their revenue-generating capacity.
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Munka1

		

				HELYI  ADÓBEVÉTELEK  ALAKULÁSA ADÓNEMENKÉNT

				1991-2007. év között

																																						millió Ft

				Megnevezés		1991		1992		1993		1994		1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005		2006		2007

		Építményadó		Property Tax on Buildings		200		2,119		2,294		3,255		4,145		8,313		10,752		13,056		16,629		22,262		26,259		29,178		34,098		38,240		44,440		47,896		54,556

		Telekadó		Property Tax on Plots		15		394		474		710		813		1,296		1,717		1,811		2,262		3,099		3,242		3,943		4,476		5,346		5,184		5,705		6,900

		Magánszemély kommunális adója		Communal Tax on Private Persons		304		420		530		516		747		1,492		1,980		2,698		3,422		4,557		5,087		5,578		6,308		7,162		7,954		8,275		9,069

		Vállakozók kommunális adója		Communal Tax on Entrepreneurs		646		933		1,222		1,200		1,075		1,174		1,178		1,161		1,354		1,192		1,192		1,155		1,148		1,164		1,153		1,268		1,261

		Idegenforgalmi adótartózkodás után		TourismTax (turnover)		270		455		510		745		768		1,505		1,878		2,147		2,396		2,942		3,275		3,224		3,316		3,548		3,858		4,357		4,935

		Idegenforgalmi adó építmény után		Tourism Tax (area-based)		92		400		407		309		363		461		524		637		824		892		1,170		1,091		1,247		1,188		1,257		1,278		1,412

		Iparűzési adó		Business Tax		2,500		12,110		21,652		27,257		38,472		66,130		93,133		124,316		171,476		186,822		226,460		252,603		271,995		310,536		334,077		380,158		427,134

		Egyéb adó*		Eyéb		5,451		390		-		-		-		-		-		-		-		-		-		-		-		-		-		-		-

				Other Taxes		1,527		4,721		5,437		6,735		7,911		14,241		18,029		21,510		26,887		34,944		40,225		44,169		50,593		56,648		63,846		68,778		78,133

				Összesen		4,027		16,831		27,089		33,992		46,383		80,371		111,162		145,826		198,363		221,766		266,685		296,772		322,588		367,184		397,923		448,936		505,267

				* Az un. volt tanácsi adók.
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