
ECONOMIC COMMISSION FOR LATIN AMERICA AND THE CARIBBEAN

▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀
Fiscal Policy Series           105

▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀▀

NON-TAX REVENUE OF SUBNATIONAL
GOVERNMENTS: THEORETICAL BACKGROUND,

EXPERIENCE FROM THE INTERNATIONAL
PERSPECTIVE AND RECOMMENDATIONS

Herbert Edling

UNITED NATIONS  

Regional Project on Fiscal Decentralization 



ECLAC/GTZ



This document was prepared by Mr. Herbert Edling, Professor of Economics of the Fachhochschule Osnabruck.
The author thanks Mr. Gabriel Ahgón, Principal Expert of the Project on Fiscal Decentralization in Latin
America, his important comments to this paper.

The views expressed in this book, which has been reproduced without formal editing,, are the sole
responsibility of the author and do not necessarily coincide with those of the organization.



4

CONTENTS

PREFACE ................................................................................................. 5
ABSTRACT ............................................................................................... 7

INTRODUCTION........................................................................................ 9

I. FISCAL FEDERALISM AND LOCAL LEVEL ....................................... 11

II. FINANCING OF LOCAL FUNCTIONS................................................ 15
1. Demands on a rational local revenue system ................................... 15
2. The principle of equivalence ...................................................... 18
3. Local financing through remuneration in practice ............................. 20

III. ASPECTS OF POLICIES ON LOCAL CHARGE, FEES
AND CONTRIBUTIONS................................................................... 31

1. Remunerability of local services.................................................. 31
2. Level and structure of remuneration of local services ........................ 32
2.1. Options of price design ............................................................ 33
2.2. The term costs....................................................................... 34
2.3. Full cost recovery................................................................... 35
3. Earmarking .......................................................................... 39

IV. IMPLICATIONS OF A POLICY FOR FEES AND CHARGES .................... 41

V. PUBLIC CHOICE ASPECTS.............................................................. 45

IV. CONCLUDING REMARKS ............................................................... 47

NOTES ......................................................................................... 51

TABLES ....................................................................................... 55

REFERENCES................................................................................ 69



6

PREFACE

The Fiscal Policy Series has the purpose of disseminating the results of the activities
developed by the ECLAC-UNDP Regional Project on Fiscal Policy and by the ECLAC-
GTZ Regional Project on Fiscal Decentralization. Both projects operate under close
coordination and have objectives and activities covering a vast array of topics related to the
public finances and fiscal policy of Latin American Countries.

The paper was prepared in the course of the joint ECLAC-GTZ Regional Project on
Fiscal Decentralization, in order to analyze the theoretical background of the non-tax
revenue of subnational governments, its experience from the international perspective and to
suggest further recommendations.

In its hoped that this issue of the Fiscal Policy Series will provide a better
understanding of this matters -as well as towards a wide dissemination of the results here
presented-among authorities responsible for the formulation, design and implementation of
fiscal policy, as much as among all those, within the public and private  sector, interested in
the broad of public finances.
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1. INTRODUCTION

Since the eighties fiscal decentralization has been a world-wide phenomenon. It has spread
to Latin America amongst other countries and is being introduced - albeit hesitantly - in the
former eastern block states, i.e. in states traditionally governed in a centralized way. Fiscal
decentralization is to be understood as a process in which fiscal competencies (public
functions, expenditures and revenues) are passed from a higher level to a subordinate level.

A prime cause for this development is certainly the discussion on the role of the
public sector and a more efficient allocation of resources within this sector. Also, due to
experiences with separatist movements, decentralization seems to be an instrument to
maintain and create internal acceptance of a state in which ethnic, religious, cultural or
economic differences weight heavily. Another reason may be the desire to strengthen
democracy the realization of which is faster the better the democratic rules of the game are
understood, the more familiar and closer to the citizen the way democracy is practiced.
Especially in this respect a decentralized structure can be of great importance. Further
reasons to be mentioned are the change in basic values, which, in a simplified manner, may
be characterized by the slogan "individuality instead of collectivism" (Krause-Junk, 1996),
the development of the European Union attracting attention world-wide, and finally the
experiences according to which macro-economic management can be made more difficult
through governmental regulations.

If fiscal decentralization has been set up in the right way, it can indeed fulfill those
expectations that have been put into it. The essential economic arguments in favor of
decentralization meet the requirements of the allocation function.

Against this background, this paper analyzes and assesses non-tax revenues,
particularly those levied by local governments. Municipalities make up a historically-grown
level of government within federal as well as unitary states, although often formally
assigned to the intermediate level. The essential functions of the local governments
predominantly meet the expectations of the allocation function.

Seen in this context, the design of the municipal competencies as well as the
organization and financing rules within the municipality ultimately play a co-decisive role as
regards the realization of those advantages which are contributed to decentralized systems.
For municipalities to be able to play their" role within decentralized systems, there is also
need for a certain financial autonomy. The degree of financial autonomy again is partly
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determined by non-tax revenues.

In this paper, non-tax revenues are equated with financing through remuneration.
That is why after some basic remarks concerning the importance of the local level within
decentrally organized state forms first the conditions of financing through remuneration are
described and their advantages and disadvantages discussed. In the following, different non-
tax revenues like fees, charges, contributions (remuneration), other special non-tax revenues
and entrepreneur income are analyzed under various objectives and recommendations for
their use made. Since the structure of the functions as well as the type of goods and services
of the municipalities largely determine or ought to determine the revenue structure, this
investigation also includes a "standardization of local government performance of goods and
services provided".

However, other special non-tax revenues and entrepreneur income will only be
briefly touched upon, as they are of lower significance and their heterogeneity is great.
Also, entrepreneur income of the public sector can hardly be justified in a market orientated
economy. Non-pecuniary revenues remain completely unconsidered, although their
significance on the level of the local government - particularly in developing countries -
must not be underestimated1. 

Of course, special municipal taxes - as far as they could be differentiated from
charges, fees and contributions from a conceptional point of view in the first place - will not
be mentioned, although they constitute the most important source of municipal revenues.
Intergovernmental transfers, too, will not be dealt with, as these generally base upon tax
revenues on other levels, as well as public borrowing, which are not usually counted
amongst the genuine sources of income. Servicing them ultimately means the levying of
taxes, charges, fees and contributions as well as the generating of the entrepreneur income.
In this sense, financing by public borrowing for any level of government only means a
temporal postponement of the irrefutable necessity to eventually finance through taxation
and/or remuneration.

The intermediate level (state, region, province, länder) will explicitly not be taken
into consideration in this investigation, because on this level there are no significant non-tax
revenues different to those of the local governments, the proportion of these revenues
relative to all incomes on the intermediate level is far lower than in the municipalities, and
because the theoretical as well as methodological considerations about non-tax revenues on
the level of local governments are valid on the intermediate level apart from some minor
modifications.

The topic is not simple in many respects. On the one hand, the decisions on who is
responsible for a particular function and how this function is to be financed are closely
interrelated and in practice there are many forms of provision. On the other hand, it is still
true today that the entire area of non-tax revenues in the public sector in comparison to other
revenue instruments is greatly underresearched.
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A particularly restrictive influence on the investigation was created by the very bad
situation concerning statistical information on local finances - especially of the non-tax kind
- as well as by the absence of uniform definitions and terminology on the international but
also national level. This has a particular bearing on the recommendations which need to be
checked in each individual case and to be modified and deepened according to the given
circumstances.
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2. FISCAL FEDERALISM AND THE LOCAL LEVEL

According to the economic theory on fiscal federalism the advantages of decentrally
organized systems are particularly with the provision of public goods and services, i.e. in
the allocation function (Olson, 1969, pp 479).

On the assumption that in a large state there are regional differences as regards the
preferences for public services, matching the individual preferences with the provision of
public services is more effective, if the public economic activity is structured in a
decentralized manner. The result is a regionally differentiated provision of public activities
not oriented at average rates which citizens, as long as they are endowed with the necessary
mobility, may choose from according to their preferences (voting by feet).

A decentralized public sector can also increase the efficiency of production and
provision of public goods by supporting innovation and by making the large number and the
variety of decentralized institutions select the most efficient production procedure due to
competitive pressure. Finally, the institutional framework connected with a decentralized
system can improve the public decision-making in such a way that the result is a closer
relationship between public services and the cost of providing them (Oates, 1972, pp 11).

Among the non-economic reasons for a decentralized system the constitutional
argument must be emphasized which, besides the separation of state powers into legislative,
executive and jurisdictional powers provides for a vertical division of the powers. Last but
not least, decentralizing helps to realize the principle of subsidiarity2.

If these selected economic arguments are linked with those borrowed from the
political sciences, communalities can be ascertained. Both lines of argumentation are geared
towards the individual, i.e. the personal liberty is fundamental, the influence of the citizen
and consumer respectively is to be paramount; they are directed at the limitation of power
by means of political and inter-local competition. In both approaches preference is given to
the shaping of variability and variety over uniformity and standardization, hence
individualism is preferred to collectivism and in this respect they are based on the same
philosophical principles. Speaking even more generally, it can be ascertained that
federalism, market economy and democracy are organizational elements of societies making
use of decentralized systems of decision-making and build upon competition as a mean to
limit power and a "motor for innovation".

Consequently, decentralization - under the right conditions - can lead to allocation-
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efficient provision of public goods and services through responsible and better informed
management as well as decentralized decision-making; here the local governments play an
important role.

In the municipalities the "proximity to the citizens" manifests itself more strongly
than on the level of the state, provinces or regions, thereby setting free or allowing to set
free political forces which would not unfold in a state based on central powers. The
"proximity to the citizen" normally also means protection of minorities; at least their
preferences are considered more strongly. The large number of municipalities also assures a
regional variety as well as the competition between ideas and organizational forms. In this
sense, the municipality stands in the way of any uniformity and monotony and thereby
conserves the differentiation of cultural heritage. Furthermore, particularly municipalities
guarantee that information on local conditions and preferences at times not available to
central decision-making authorities can be included into public decisions. And finally, the
kind of goods and services provided by the local governments, allows the application of the
market principle - at least to a limited extent (Musgrave et al., 1980, pp 513).

However, the advantages of decentralization will not appear automatically (Tanzi,
1995, pp 15). If conditions are not set in the right way decentralization may rather create
additional problems with the allocation of resources, the macro-economic stabilization, the
regional as well as the personal distribution.

Decisive for the exploitation of potential advantages linked to fiscal decentralization
is the degree of "institutional symmetry" which can be implemented in practice. Only the
link between "fiscal equivalence" (the beneficiaries of public services within a limited area
also bear the costs), "connexity" (the competencies for functions and expenditures coincide)
and "autonomy" (the liberty to decide about expenditures and revenues) forces an
examination and discussion on each level of all benefits and all costs of public services,
which is so fundamental to the realization of allocative efficiency.

A further interlinking of the competencies of responsibility for example means
inevitably a limiting of the fiscal autonomy of any level of government. Moreover, the
inclusion of levels of government when decisions are taken prevents an effective control of
public decisions through the citizens, due to the lack of transparency frequently connected
with it. 

If the revenues of the subnational governments are essentially based on transfers
from superior levels and/or tax sharing arrangements, this can lead the participants
subsidized to carry out "rent-seeking" activities and thereby expand the expenditures
excessively (IDB, 1994). In the end, an excessive use of these instruments can aggravate
macro-economic instability and impede the consolidation policies on the national level. This
is particularly true, if subordinate levels may incur debts as they like without limitations and
control from central authorities, and an ex-post servicing of regional and local debts by the
central government (bailing-out) is to be expected (Gandenberger, 1996).
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Whether fiscal decentralization is advantageous depends, besides the objective
possibilities created with help of "institutional symmetry", also on the subjective
willingness, i.e. the creative power as well as the willingness to create as displayed by
politicians and bureaucrats concerned (Krause-Junk, 1996). At least it is doubtful whether
regional and local governments are automatically equally efficient or even more efficient
and democratic than central governments, i.e. take comparably better decisions. But the
higher the realized degree of symmetry the stronger the will of the people concerned is
likely to be - out of necessity.

This also makes clear that the existence of municipalities alone is only a necessary,
but certainly not a sufficient condition for the advantages of decentralization to have a real
effect. Decisive for their realization is a certain local autonomy allowing the compliance
with certain organization and financing rules within the municipalities.

Generally speaking, establishing local autonomy serves to separate between
municipalities from other levels of government. It usually includes the right and the duty to
take responsibility for the regulation of all matters of the local community, this includes
acting autonomously - not independently - when deciding on its functions as well as dealing
with expenditure and revenues (fiscal autonomy) concerned.

Specifically and implicitly, the autonomy of the municipality should include the
principle of fiscal equivalence, connexity and democracy as well as the principle of
immediateness, since only complying with these economic and political organization and
financing principles guarantees the widest possible realization of municipal autonomy - the
collective self-determination, self-administration and self-responsibility (Grosse-kettler,
1995).

The principle of fiscal equivalence demands - as already noted - that user and cost
unit of providing goods correspond. The principle of connexity asks for the matching of
competencies for functions and expenditure. The consequence of this for example is that in
case of a municipality executing a function given to it by other authorities the responsibility
for the execution must not remain with the municipality, should a restriction on the
autonomy be prevented. According to the principle of democracy those concerned with a
decision also ought to be the ones legitimized to control it, and the principle of
immediateness demands the identity of those with the right to control and those who actually
control or may elect them directly.

True local autonomy therefore presupposes fiscal, political and administrative
decentralization. The positive contribution municipalities can make for an allocative-efficient
provision of local public goods and services and hence to the success of decentralization on
the whole is reduced according to the extent the principles mentioned above come to be
applied restrictively.
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3. FINANCING OF LOCAL FUNCTIONS

The financial resources municipalities require for the implementation of their activities they
can procure in a variety of ways. Decisions about the total volume and the structure of the
revenues as well as the design of the individual type of revenue are normally taken by the
people responsible for public finance taking into consideration various financial objectives.

Today, local governments mainly obtain their revenues through taxes or tax-like
fiscal charges; additionally through intergovernmental transfers, remunerations and credits.
Although the structure of revenues of individual municipalities within one country and the
totality of all municipalities compared across countries show essential differences they also
show common characteristics. For example, prices for local services traditionally play a
more prominent role in the system of local revenue than on higher levels - at least in
industrialized countries (figure 1).

3.1. Demands on a rational local revenue system

It follows from the explanations above that a rational revenue system on the local level
above all demands that municipalities are endowed with a certain fiscal autonomy, i.e. that
they are granted a direct influence on a substantial proportion of their revenues. In that way
the possibility arises for the local units to be able to influence the extent of the services
provided according to the preferences of their citizens. Additionally, there is a greater
incentive to be economical with these funds. Last but not least this fiscal autonomy provides
the municipalities with a secure financial basis and avoids the danger of being dependent on
the benevolence of the higher authority. Of course, revenues have to be matched to the
municipal functions and expenditures (principle of connexity).

It is also of great importance that the levies imposed by the communities are
tangible and transparent. As a result of this, citizens most likely identify the levies as being
closely connected to the services rendered by the local community. Moreover, an improved
orientation of services provided by the municipality at the citizens' preferences is to be
expected since an attitude of unreflected claims is reduced and thinking along the lines of
opportunity costs is stimulated. Citizens can also control the behavior of their decision-
makers concerning expenditure more easily encouraging them in return to be careful and
economical with the funds.
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The revenues should display a direct local link. Only those benefiting from the
provision on the local level should be expected to cover the corresponding costs. This way it
can be ensured that the ones liable for levies recognize the connection between the local
services provided and the payment of levies and hence participate more actively in more
local community affairs. By the municipality having to consider the interests of its taxpayers
directly when taking decisions concerning expenditure, the principle of economicalness and
economic efficiency are taken into account.

Complying with the principle of neutrality of the raising of levies is also desired. On
the one hand this means that the price ratio between the various production factors is not
distorted by an imposition of levies, on the other that there is no distortion of competition
between communities by means of selecting different kinds of financing. In other words, the
raising of levies ought to be neutral with regard to the choice of location of the economic
units (neutrality of area).

Revenues should be subject to slight fluctuation (independence of the economic
cycle) and responsive to growth, as a steady fulfillment of the functions has to be secured
and is to be assumed that functions and expenditure of the municipalities increase
proportionally to economic growth.

Particularly on the local community level it is important that revenues are designed
in an uncomplicated manner and with little administrative effort (simplicity). For
municipalities to have their own costly tax administration is not desirable for a number of
reasons.

It is important to make sure that levies of the municipalities do not run counter to
national objectives. This includes the notion that municipalities must not be allowed to
undermine the stabilizing and distributional efforts of the central government by the type and
extent of the revenues raised by them. Consequently, revenues with cyclical and
distributional effects should in the main be in the hands of the higher governments. Additio-
nally, efforts on the central level to achieve a uniformity of living conditions and tendencies
towards a harmonization of taxes should not be worked against.

Finally, the principle of equivalence ought to be the dominant principle when raising
local levies (Oates, 1977). Simply by adhering to this principle a large number of those
criteria listed to secure an optimal local revenue-raising system are automatically met. This
principle must also be considered for local finances, because the local communities usually
constitute a special group of people in which services are provided that may be more or less
clearly attributable. According to the principle of equivalence special advantages granted to
individuals or groups of individuals by the public budget should be financed by those.
Finally, the principle of equivalence offers a number of advantages in relation to the
allocation function (and less in the functions of distribution and stabilization), thus in that
function in which the communities under federal considerations have a particular
significance.
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The principle of equivalence finds its application as a standard of measuring state
functions in the financing through remuneration - as one criterion of raising revenues.

3.2 The principle of equivalence

When public expenditure needs to be financed and criteria are sought to allocate this
requirement for finances to the citizens one usually considers the "principle of ability to
pay" and the "principle of equivalence". The "ability to pay"-principle denotes that the
raising of levies is to be decided according to the individual ability to pay. Financing public
services based on the equivalence principle levies are imposed on those citizens having ad-
vantages from the services provided ("benefit principle").

The equivalence principle, from an allocative point of view, has an advantage over
the ability to pay-principle because it induces a process of consideration by individuals or
groups via the remunerations - at least as regards the services sought voluntarily. This
process of weighing up means balancing of costs and benefits and, as a rule, avoids
excessive demand.

Financing according to the principle of equivalence normally also makes possible a
better alignment of the goods provided to the preferences of the citizens. The link between
costs and benefit in connection with local choices creates an incentive - at least the
beginnings of it - for individuals to lay open their preferences for public goods. (Oates,
1972, p. 127) and thus contribute to an improved allocation of resources.

Whether an increased use of financing through prices is generally linked to a
reduced rate of national expenditure remains unanswered.

On the one hand, the principle of equivalence from the perspective of governments
and administrations maximizing their own benefit presents a restriction on the ability to act.
While the principle of ability to pay allows a discretionary use of fiscal instruments to a
certain extent the burden following the principle of equivalence is endogenous, as it were, it
follows from the simultaneous fixing of expenditure and revenue, which again could have a
restrictive impact on the dynamics of expenditure.

On the other hand, financing through remuneration could possibly soften resistance
to an additional financial burden with the level of taxation being generally high anyway,
because it creates the link between expenditure and financing which is important from a
financial-psychological point of view. In this respect, it may be politically advisable to
finance the expenditure desired more than before by means of remuneration if the tax
burden has reached a certain level.

It can be assumed that with financing through remuneration the citizens' level of
awareness vis-à-vis decision-makers is higher since the financial burden connected with the
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provision of the good in question becomes more transparent and tangible than is the case
with financing through taxation or borrowing. Gradually it should lead to the public hand
handling the funds made available to it with more thrift and economic awareness.

Looked at from a federal viewpoint an important argument is that by financing
through remuneration a mis-allocation due to benefit spillover and the separation between
beneficiaries and payers of local services may be reduced. If in case of financing through
taxation from individuals' point of view external benefits are provided free of charge which
in turn provokes their use at a wasteful rate, then financing through remuneration secures all
beneficiaries' sharing in the financing independent of the place where they are liable for tax.
This advantage of financing through remuneration to balance spillovers gains even more
significance when considering the increase of more mobility3.

Also the "distribution problems" between different government levels resulting from
the federal structure of many countries - as expressed in the struggle concerning distribution
quotas in tax sharing arrangements - as well as their consequences can be considerably
reduced by expanding the system of financing through remuneration. "Rent seeking"
activities lose their significance at the same rate as individual levels in a federal system are
more dependent on their own revenues and not on the negotiated result concerning the
distribution of joint financial resources (Napp, 1994) and the growth of expenditure linked
to those activities is reduced.

Hence the increased application of financing through remuneration under federal
aspects makes the often very complicated design of intergovernmental fiscal systems more
transparent and more simplified. Measured against the principle of self-administration
financing through prices, as long as design and level can be created autonomously, takes
first position.

Basically, a fundamental difference seems to exist between the norm of principle of
equivalence and the aim to introduce more equity of distribution within the framework of
financial policies. While according to the principle of equivalence everybody benefiting
from public services is expected to contribute to the financing of these services irrespective
of his economic position the postulate of redistribution aims at a process favoring the lower
income groups to the detriment of those classes of society with higher incomes, i.e.
relationship between service and remuneration for it is not fostered. However, it must be
remembered that compensation payments are possible. Another argument supporting
financing through remuneration is when using public goods and services free of charge
disproportionately favors higher income groups.

Keeping to this principle can also seen to be fair when only those are called upon to
pay for a good that benefit from it (objective of equity) and that a minority is not advantaged
on the back of a majority. Following this principle of payment based on advantages received
the allocation of resources is finally effected via the market4.
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Finally, sticking to the principle of equivalence under certain conditions does not
only prevent an unjustified burden on the general public in favor of some individuals but
also an unjustified burden on some individuals in favor of the general public (Bohley, 1971).

The principle of equivalence also implies a fiscal objective: the - at least partial -
generation of own income for the "producers" of chargeable and contributionable services.
This generation of income can be an important and in the face of increasing need for
financing even an extraordinary objective.

3.3. Local financing through remuneration in practice

Income received through remuneration or similar means in practice offers a varied and
confusing picture. Differences of financing through remuneration worked out by means of
theory can often not be recognized anymore. The transition from entrepreneur income to
charges, fees and contributions and other revenues is fluid as is the distinction with regard to
special municipal taxes. Charges are the currently most significant practical form of
financing through remuneration. The figure below depicts an attempt of systemizing of non-
tax revenues of German municipalities. Apart from some minor modifications this
classification should be transferable to other West European countries.

A first analysis of statistical data available shows that in industrialized countries the
proportion of non-tax revenue (figure 2) among the total revenue of municipalities in the
period 1983 to 1992 was between 12 percent (United Kingdom) and 35 percent (Germany).
According to this table also no significant changes of the proportions over the period in
question can be noted. This is true for the individual countries as for the totality of all
industrialized countries investigated. In no case can a systematic increase of the proportion
be ascertained in the last decade before 1992 as can be proved in a detailed empirical
analysis on Germany5. Besides Germany, particularly Australia (approx. 30 percent) and
Austria (approx. 28 percent) show remarkably high proportions.

Apart from the United States in the industrialized countries the proportion of non-
tax income is higher on the local level than on the intermediate level (state, region,
province, länder) as we can see in figure 1. In the United States this proportion over the
period in question amounted to approx. 26 percent and hence was significantly above that in
Germany (approx. 12 percent), Australia (approx. 18 percent) and Canada with approx. 14
percent6.

Compared to the proportion of grants as part of the total local revenue (figure 3) the
resulting picture is one of ambiguity. While this proportion in Canada, France, Italy, the
United Kingdom, Spain and the United States is significantly higher than that of the non-tax
revenues this is not true for Austria, Australia and Germany (table 1). There the proportion
of intergovernmental grants among the total of municipal revenue compared to non-tax
income is significantly lower, which, from a federal point of view must be judged
positively. It is also not surprising that among the first group of countries named above there
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are several states with a unitary structure.

On an intermediate level there is a different picture in comparison to the municipal
level (figure 4). In the United States the proportion of the grants is not higher than that of
the non-tax revenues and in Canada the relationship between these two forms of revenue on
the intermediate level is far more balanced than on the level of the municipality. In Spain,
the intergovernmental transfers dominate the structure of revenues also on the level of the
province. In Australia and Austria, the relationship compared to the municipalities is the
other way round. The medium state level in these countries receives far more transfers than
non-tax revenues measured against the total income of this level of government. In Germany
too, the proportion of the grants as part of the total income compared to the non-tax
revenues in the länder is higher than in the municipalities.

Within the group of non-tax revenues the proportion of entrepreneur and property
income in most of the industrial countries selected is sometimes considerably smaller than
the proportion of revenue from fees, fines and sales (figure 5). Only in the United Kingdom
the proportion of entrepreneur and property income on a municipal level exceeds that of
fees, fines and sales. This can be seen as significant proof for the active involvement of
municipalities in (private) enterprises as is also visible in Sweden, the USA and Spain.

It can also be clearly seen that in all countries (with the exception of Spain) over the
whole period of the investigation the proportion of fees, fines and sales as part of the non-
tax revenues has grown (figure 6a and 6b). A sharp increase can be noted in England,
Canada as well as France. This is also true for Germany when taking table 1 as a basis.
This expansion, of course, had to be achieved at the cost of the proportion of entrepreneur
and property income. On the whole, this development can indicate the stronger efforts of
states for a continued privatization of formally public enterprises as well as the increased use
of charges, fees and contributions as a financing instrument particularly on the municipal
level. A similar development on the intermediate level cannot be determined so obviously.

An analysis of the statistics also shows that in most states (France, Australia,
Canada, the USA and Germany) revenues from charges as well as from fees, contributions
and sales have grown more quickly than the total revenues. A significantly lower increase
compared to the total revenues, however, can be noted in Spain and England. This
development in these two countries was compensated by a proportionally higher growth in
the revenues derived from grants.

Entrepreneur and property income during the period under consideration saw in all
countries except for Spain and Germany a development, which was more likely to be
proportionally lower than the total revenue. In this respect, the structure of the municipal
revenues has noticeably changed during the course of time even though no uniform
development can be ascertained. It can be assumed with some certainty that the significance
of the individual financing through remuneration diverges considerably between the
individual municipalities with the size of the local community likely to be an essential
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criterion for the different structure.

In the course of the development mentioned above there naturally were innovative
introductions of new remunerations. In the United States for example fees were introduced
for fire inspections and for ambulance services in the health sector based on the expectancy
that health insurances would cover these fees. Remuneration is normally suspended when
people liable to pay lack insurance or are on low incomes. Besides, a charge was introduced
for raising a burglar alarm with the first false alarm per month being free of charge.
Additional new fees were created for fire protection, storm water utility and for activities
leading to excessive production of hazardous waste (Downing, 1991, pp 524).

With regard to the figures of the Federal Republic of Germany it is worth noting
that in Germany the principle of equivalence is given a priority in a legal-normative
framework. This primarily finds its expression in the order of generating revenue prescribed
for the municipalities. Thus municipal regulations (Gemeindeordnungen) provide for
municipalities to raise their revenues necessary for the implementation of their functions, as
much as justifiable and advisable, by means of special remunerations (charges, fees and
contributions) for services rendered and other revenue (including entrepreneur income).
Otherwise, i.e. if the former revenues are not sufficient, expenditure is to be covered
through taxes.

Consequently, generating income for the local communities by means of
remunerations as well as other revenue in Germany has priority over financing through
taxation.  In some laws regulating local remuneration (Kommunalabgabengesetze) taxes are
even explicitly named as being of subsidiary importance to other forms of financing. 
Presently, approximately 54 percent of municipal expenditure in Germany is covered
through non-tax revenues compared to almost 31 percent in 1980 (table 2).

3.3.1. Entrepreneur and other incomes

The state generates entrepreneur income by participating in the net domestic product
employing its productive property. Since the services tied to the productive property are
offered in the market and are sold against remuneration (price), income arises in the process
of entrepreneurial activities. Entrepreneur income lacks sovereign obligation to a large
extend. It is regarded as a type of income that satisfies the characteristics of market
equivalence best of all. However, it poses the question (from allocative point of view) of the
competence of the state.

Entrepreneur income can usually be generated from capital assets of the
municipalities in the form of proceeds of sales (including proceeds from privatization) and
dividend distribution, from real estate in the form of rent and leasehold as well as cash
assets in the form of interest on deposits, credits and one-off reimbursements.

In recognition of the fact that fulfilling municipal functions also includes essential
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areas of existential provision in German municipalities dominate utility companies (mostly
local natural monopolies) in the area of electricity, gas, water, heating and waste disposal.
Commercial companies dominate as banks and savings banks. Additional significant
commercial income is achieved in the field of leisure time and exhibitions7.

In Germany, the right to engage in entrepreneurial activities and be a shareholder of
private enterprises is regulated through the "länder" in local bylaws (Gemeindeordnungen).
According to these municipalities are only permitted under very certain conditions to
establish, take over or expand economic enterprises8. All local bylaws demand that a public
interest requires the enterprise and that the enterprise as regards its type and size is in an
appropriate proportion to the capacity of the municipality and the demand envisaged. They
are also expected to yield a profit for the municipal budget, at least as far as it is compatible
with the fulfillment of its public functions. Finally, it must not be possible for other (private)
enterprises to be able to complete these functions in a better and more economical manner.
Size and type of public activity - although much lower than in comparable countries -
however demonstrate that the "public interest" is interpreted rather broadly.

License fees (Konzessionsabgaben) in Germany are also subsumed under the
heading entrepreneur income in the wider sense. They constitute remuneration made by
utility and transport companies to municipalities. In return, they are permitted to make use
of public property, the public transport routes, beyond public use (e.g. to lay electric cables
or rail tracks).

License fees are genuine revenues and therefore specifically correspond to the
guarantee for self-administration (Selbstverwaltungsgarantie) of municipalities laid down in
the German constitution. As they presently are also not taken into consideration in the fiscal
equalization scheme among the municipalities, the so called horizontal equalization scheme
(Finanzausgleich), they really present a certain amount of financial scope for the
municipalities.

Because license fees are linked to the turnover of the public utilities their yield is
very dynamic. They derive from electricity supply (58 percent), gas supply (15 percent) and
water supply (19 percent). The transport area almost plays no role at all. In future, the
German Telecom may be expected to pay "road toll" for laying cables on local public land.

Significant additional income of German municipalities result from dues on tourism,
visitors' fee in spas, fire protection, and monetary sanctions as well as operating cost funds
of local hospitals. Tourist fee is payable by those benefiting from a direct or indirect
economic advantage through tourism. Moneys received must generally be spent on
promotion of tourism and corresponding advertising. Consequently, as with other
contributions, the income mentioned above results from the skimming-off of economic
advantages. This yield, however, indirectly benefits the group having paid the dues.

Visitors fees have to be paid by non-local persons staying within the municipality
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for the purpose of cures and recreation and who have the possibility to make use of the
facilities, parks and events available in the spa. Levies on fire protection can be interpreted
as special obligations for men "eligible to be firemen" to be liberated from the "voluntary"
fire services. This revenue is tied to the use for fire brigade purposes.

Monetary sanctions are usually implemented when legal norms have not been
abided by. The approach, however, is a preventative one, i.e. they rather have a guiding
function than a fiscal one. Types of monetary sanctions are for example fines, imposts and
penalties, warning fines, reminder fees and interest on arrears (in total amounting to approx.
2.5 percent of non-tax income). In total, imposing monetary sanctions in Germany result in
significant income for the public sector - in particular for the länder budgets.

3.3.2. Charges, fees and contributions

The transition between entrepreneur income, charges, fees and contributions is fluid and in
literature the usage is as follows: charges, fees and contributions are payments of private to
public institutions matched by special services in return.

This special service in return may consist of using a public service or realizing
special advantages from public activities. The level of the charges, fees and contributions
does not reflect interaction between supply and demand, but is always based on political
decisions.

A distinction between these forms of remuneration derives from the fact that
charges are mainly imposed for public services only targeted for one citizen, while fees and
contributions often correspond to the splitting of costs for a possible usage of services,
benefiting specified groups of beneficiaries. Whether they actually do take or want to take
advantage of it is irrelevant. A further differentiation between charges, fees and
contributions is seen in the fact that the latter two are levies to cover overheads (investment-
related function of contributions) while charges are levies for the current usage.

Charges are further sub-divided according to their "obligatory character" and the
type of public service financed by them into "price-like user charges" and "tax-like
administrative charges". User charges are similar to prices since they grant the user some
scope with regard to the use of the public service and hence the paying for it. The payment
is therefore of a voluntary nature.

With many public administrative services such a free decision, i.e. whether and how
often it is "demanded" is not granted. A remuneration to be paid by the user for such
services does not have any price-character in the sense that the citizens can vary their
demand according to the price.

In Germany legislative competence in the area of local community charges, fees and
contributions, with a few exceptions, is according to the constitution with the länder.
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Usually however, they (the länder) have transferred to their municipalities by means of a
law (Kommunalabgabengesetz) the right and partly also the duty to raise charges, fees and
contributions in conformity with the statutes. The statutory provisions designed according to
different local circumstances and requirements refer amongst other matters to the fixing of
the level of charges, fees and contributions and other relevant facts.

With user charges (Benutzungsgebühren) there is the duty to impose them for
services which predominantly benefit individuals or groups of individuals, but not for
facilities benefiting the general public (e.g. public swimming pools, sports arenas, local
transport). Amongst the user charges waste disposal charges, particularly for sewage and
rubbish disposal dominate. Other significant user charges are those for street cleaning and
cemetery.

The following figure shows the structure of local community charges in German
towns and cities. More than four fifths of the total charges raised are for sewage (42.8
percent) and waste disposal (38.2 percent). The proportion of charges for cemeteries
amounts to 4.9 percent, for street cleaning 3.3 percent, for rescue services 3.3 percent, for
kindergartens 3.2 percent, for theaters 2.2 percent, for public swimming pools 1.8 percent,
and for others 2.1 percent (slaughter houses 0.6 percent, adult education centers 1.1
percent, museums 0.3 percent and libraries 0.1 percent.

According to their own local statutes on charges and fees (Gebührensatzungen),
administrative charges only imposed in the field of (voluntary and obligatory) functions of
self-administration (Selbstverwaltungsaufgaben), i.e. for those functions where
municipalities have some autonomy as regards extent and/or type of implementation. For
functions which they are bound to by law (Auftragsaufgaben) and which need to be
implemented under the guidance of the central government or länder level their laws need to
be applied. For responsibilities local communities carry out for the state on its behalf there
is also a separate scale for charges and fees. Thereby the principle is adhered to that the
legislative competence for the charges and fees follows the competence for the respective
function (principle of connexity).

At the same time, this highlights the limited amount of discretionary power of
Germany local communities to decide their policies for charges and fees autonomously.
Matters dealt with on behalf of other levels, namely, as well as functions implemented
according to guidelines imposed make up the largest proportion of local official acts by far.
Consequently, the bulk of administrative charges raised by municipalities does not depend
on their own scales but regulations on the länder and central level.

The level of the administrative charges is to show an appropriate proportion to the
use the recipient of the administrative service has. The estimated revenue from charges is
not to exceed the expenditure anticipated to be required for the administration in question.

The scope of local administrative charges in German municipalities is very broad
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and differentiated counting amongst them charges for planning permission and  registration.
Despite the diversity of the charges revenues raised through them only play a minor role in
quantitative terms.

As the raising of charges and fees the imposing of contributions is in part also
obligatory. The most important fees and contributions are those for land development,
traffic facilities, provision of water and sewage facilities.

The statistical information provided above show, looked at in an international
context, a wide spread with regard to the significance and the structure of financing through
remuneration. The detailed figures provided for Germany are averages concealing
differences between local communities that do exist. In Germany, revenues from charges,
for example, vary strongly according to the number of inhabitants; in large cities revenues
are five times as high as in small municipalities. But the figures also prove that the demand
for financing local community services according to the principle of equivalence in practice
is obviously met insufficiently.

A variety of determinants can be listed for the differences, the increase and the
relatively small proportion - measured against normative standards - of financing through
remuneration compared to the total of local community revenues. In principle it must be
noted that the level and structure of revenues from remunerations depend on the supply of
local services which prices can be charged for as well as the demand structure of the citizens
and certainly the level of the prices for the corresponding services. These determinants will
be discussed below and further arguments for and against financing through remuneration of
local community services checked.
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4. ASPECTS OF LOCAL POLICY OF CHARGES, FEES AND CONTRIBUTIONS

The decision which local services can and must be paid for and which cost recovery ratio is
to be achieved for the individual levies is determined by economic-technical and political
criteria. Hence, depending on the level of development and normative weighing different
potentials for financing through remuneration result in each country and their municipalities.

4.1 Remunerability of local services

The all decisive criterion for the possibility of financing through remuneration according to
the principle of equivalence is the assignability of public local services to the individual or
groups of individuals. Financing through remuneration is possible if an assignability is
possible. Vice versa, services a meaningful allocation of the benefits or costs of which is not
possible cannot be charged for. Assignability corresponds to excludability. This assignability
creates no problems for goods which are subject to the principle of exclusion without
exception.

The figure below depicts the scope of the world of goods as it is usually presented
in public sector economics. It permits a first approach to define remunerability. Between the
two extreme positions of purely public goods (collective goods) and purely private goods
(individual goods) there are the so called quasi-collective goods and club goods. The
combination of the criteria exclusion and rivalry serves as classification criterion.

Goods which potentially prices can be charged for are therefore - measured against
technically and/or economically conditioned exclusion - individual goods and club goods
(the recipients of the services supplied are clearly identifiable and the principle of exclusion
justifiable). The purely collective goods and quasi-collective goods, however, appear as if
prices cannot be charged for them.

This determining of remunerability, however, does not take into account that in
reality so called mixed goods dominate. Mixed goods are characterized by the fact that they
comprise characteristics of collective as well as individual goods. Hence, they are
characterized on the one hand by the presence of external effects and on the other by the
fact that the principle of exclusion is applicable for at least one component of the good.
Consequently, for mixed goods, too, financing through remuneration is always possible. It
is only necessary to recognize that nearly all so called public goods and services comprise
these components, and therefore are so called "marketable public goods"9. For example,
even the police and the fire services would be in a position to cover a part of the budgets
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they require through charges, if they charged a "price" for those services which benefit
individuals or groups.

In this context it is insignificant whether the goods with external effects are
primarily privately or publicly supplied. It is also not important whether the external effects
arise within the local community or outside its boundaries (special external effects,
spillover) and whether the external effects are accurately allocable. The public hand (the
municipality), namely, does not depend on the technical-economic exclusion to impose
financing through remuneration. Due to its monopoly of power it has the possibility to
simply politically "define" the presence of external effects, to implement the allocation
based on plausible arguments and to design remunerations as compulsory levies.

But even with public services where the recipients of existing positive external
effects cannot directly be named nor following plausible lines of argumentation, financing
through remuneration is not completely impossible as may be presumed at first sight. There
is, after all, the possibility that the intended recipients of the services may be prepared to put
up with possible external effects of governmental activities.

The use of remunerations is also possible when the objective of governmental
activity is an expansion of demand (merit goods) or limitation of demand (demerit goods).
This is because it concerns private or public services which are to be taken advantage of by
as many (as few) citizens as possible from an allocative point of view. (Not) using them,
namely, has strong positive (negative) effects, in other words, though individually allocable
these goods show - from the point of view of decision-makers - a strong collective good
component.

So the remunerability shows a far larger scope than is apparent on the surface.
Financing through remuneration is possible when the local public (private) services in
question, firstly, are allocable to the recipients, at least very plausibly, and secondly, when
arising external benefits or costs can be or are to be determined individually, or thirdly,
these effects are accepted by those receiving the goods services.

For many local public services which today are financed through general taxation
therefore arises the possibility of remunerability after serious and open-minded examination,
at least partly and with acceptable (political) costs. If this spectrum is not made use of in
practice it may be that the principle of exclusion is not applied at all or not applied to the
extent possible because of political awareness. This concerns particularly mixed and merit
goods which causes external as well as internal benefits and costs10.

4.2. Level and structure of remuneration of local services

Remunerable public services, however, can be provided at a price in many different ways.
In practice, the advantages and disadvantages of the user charge as a means of financing a
public service, too, depend very much upon the level and the structure of the charge.
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Basically, four ways of designing "prices" can be considered: (a) marginal cost pricing, (b)
average cost pricing, (c) binominal charges as well as (d) discriminatory charges
(Prud'Homme, 1987, pp 1187). Furthermore, it must be decided if it is the intention to
cover full costs or not and which costs are to be considered for the calculation.

4.2.1. Options of price design

From an allocative point of view the rule of marginal cost pricing should be applied. In its
most simple form, it says that the demand price should be made equal to marginal costs
defined as the incremental costs of production. Since resources drawn away from alternative
use marginal costs reflect accurately the opportunities of application foregone (opportunity
costs). The equality of price and marginal costs ensures that the citizens (consumers)
compare the marginal benefits from the use of the resources with that of the alternative
foregone.

Local public services supplied below marginal costs (subsidized public services)
lead to an increased demand as well as to claims for additional expenditure. Because of the
taxes necessary for the financing of such subsidies distortions in other parts of the economy
appear. Charges covering costs therefore achieve again of efficiency on two counts: they
lead to an efficient allocation of the supply of public goods and services and by their
application taxes with a distorting effect can be foregone (World Bank, 1989).

This positive assessment of the marginal cost-price rule as a chargeable criterion is
still correct when the practical problems of this form of price design is taken into account.
In practice, there are likely to be hundreds of marginal costs for certain services. Marginal
costs of many public services are known to be specific to time and space and the differences
are not always so minor that they could simply be ignored. To equate prices to marginal
costs then would only mean to set up a far too complex system of charges which in its
administration would be difficult and expensive.

When marginal costs are constantly below average costs - as is the case with the
natural monopoly - charging prices based on marginal costs does not offer a covering of
costs. In this case, however, one would have to ask why these non-covered costs (the
deficits) should be borne by the general tax payers when the benefits are only seen by a
limited number of people11. Finally, it seems difficult to sell this rule to politicians and the
general public, particularly when the impact of prices upon supply and demand are
underestimated and/or ignored.

As far as the natural monopoly is concerned there are also various solutions feasible
under the condition one distinguishes between short-term and long-term marginal costs. The
latter are not constantly below average costs and therefore an appropriate starting point for
policies on charges. Another good solution could be seen in the separation between the
making available of services and the their use. Citizens pay charges according to the
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marginal costs and fees and contributions (option prices) to cover the fix costs (World Bank,
1989).

In the practice of local community financing the marginal cost approach is rarely
employed. Traditionally, the average cost pricing approach is predominant. It has the
advantages of simplicity and of budget balancing (covering full costs), but does not always
induce efficiency12. The typical approach is to determine the total costs for providing a
service and then calculate the average costs. Usually, only a certain percentage of these
average costs is set as the user charge. In this way, many so called calculatory costs are also
neglected (Downing, 1992).

In accordance with the third alternative binominal charges (or multi-part tariff) the
consumer pays a certain fixed sum (a fee, contribution) for the right to use the service plus a
variable sum (a charge) dependent on the amount of the service consumed. The variable
charge is related to the marginal costs of providing the service while the contribution should
be designed so as not to affect the level of use. This alternative has the advantage that it can
reconcile marginal cost pricing as well as the principle of total cost recovery. It reflects what
is characteristic of large number of local public services: the possibility to use it on the one
hand and the actual use we make of it on the other. The potential use may be as important as
the actual use13.

Finally, there is the possibility to vary the charges depending on the user
(discriminatory charges). In this way - with varying price elasticity of the consumers - more
income is generated (fiscal aspect) or differences in purchasing power of the consumers are
taken into account (distribution aspect).

The first argument is a rather weak justification since income maximization should
not be the objective of an enterprise or administration providing local public services. The
second argument presupposes that a subsidizing of prices is considered to be effective for
distribution reasons and internal subsidizing is regarded to be desirable.

4.2.2. The term costs

From allocative points of view the total income from charges ought to cover the social costs
linked to the provision of the service (cost equivalence). Thus, costs ought to reflect,
besides the production costs, external effects and other imperfections of the market (World
Bank, 1989, p. 10).

Particularly the pursuit of ecological objectives demands an economic approach for
the policies on local charges. An economic use of scarce environmental resources can be
effected to the extent as the costs for the use of the environment are considered for the cost
accounting and thus are indirectly internalized via the charges (OECD, 1987, p. 60). The
only condition is that the people paying react to changes in the charges by means of their
demand and that local communities can adjust their services accordingly14.
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As regards production costs these of course have to be calculated according to
economic/operational principles. Consequently, apart from the usual personnel and non-
personal costs the reduction in value of capital (depreciation) as well as an appropriate
return on the operating capital have to be taken into account.

Depreciation and interest have to be calculated on the basis of replacement costs and
not original costs. If such a calculation of costs is ignored there is the danger of creating
over-capacity and may often make irrelevant the question of whether an appropriate pricing
policy or fee structure is applied or to be applied (Stockfisch, 1967, p. 24).

In Germany, regulations concerning type, extent and assessment of costs to be considered
are also laid down in local laws dealing with levies (Kommunalabgabengesetz). There, a
cost term dominates, which is only oriented at the factor "use" (Faktorverzehr). Costs which
are not factor absorbing like negative external effects and congestion costs are therefore not
considered. This means that for the calculation of administrative charges usually
administrative costs form the basis, therefore a covering of expenses is more likely to take
place.

4.2.3. Full cost recovery

According to legal regulations, in German municipalities the principle of cost coverage is
valid for all (obligatory) charges, independent of the legal form of the local facility.  This
obliges the local communities to fix its charges in such a way, if possible, that the charges
generated for the service provided covers all costs incurred. While there is a necessity for
cost coverage on the one hand there is also the prohibition against cost overrun, i.e.
charges, fees and contributions must not be fixed in such a way that a surplus beyond the
costs is envisaged. The latter regulation, for example, also is to prevent the abuse of
monopolies.

There is, however, no demand for an individual reimbursement of costs. The
remunerations paid by the people liable must only be in an appropriate proportion to the
services received (special equivalence). In this sense, it is rather like a service-related
measure for the charges which comes very close to the idea of charging for the use of a
service.

In order to record the actual use as well as possible standards of reality are
prescribed for measurable and countable services (e.g. water, gas and electricity). Standards
of probability on the other hand, are only allowed for not quantifiable services or those
which can only be measured with a disproportionate effort (e.g. sewage).

Taking a look at the degrees of cost coverage of the most important services liable
for remuneration (figure 10) shows that German local communities are far away from full
cost coverage with the exception of waste and sewage disposal (degree of cost coverage,
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1992: waste 89.6 percent and sewage 88.0 percent). Approximately half of all revenues
from charges come from these categories. The following facilities belong to the category of
medium cost coverage in declining order of coverage: park facilities, utilities, slaughter
houses, markets, funeral services, road cleaning, spa facilities as well as town planning,
surveying and building regulations. At the very end of the scale rank adult education
centers, swimming baths, kindergartens, theaters, museums and sports facilities. With the
latter ones subsidies from general covering funds (taxes) amount up to 97 percent.

There is also a legitimate base for remaining below full cost coverage. According to
the law the principle of full cost coverage must only be kept to as long as it is justifiable and
appropriate. In particular, prices not covering costs can be charged when it is justifiable
with regard to the ability of citizens to pay or the pursuit of other objectives, for example of
a social or cultural kind.

Thereby, according to the opinion of the critics, allocation and distribution
objectives have inadmissible been mixed in legislation. The consequence is that in the end
neither of the objectives strived for is fulfilled efficiently. Besides, the advantages that come
with a financing through remuneration are lost. The provision of local services is no longer
comprehensible and controllable.

In the academic debate a renunciation of full cost coverage is predominately looked
at under allocation aspects (external effects, merit goods). In the political debate centered
around the "appropriate" degree of cost coverage distribution and social-political arguments
dominate (OECD, 1987).

The principle of full cost coverage for example has to be modified when -as is
possible with mixed goods - significant external effects can be noted. Then mixed financing
must be strived for. If there are positive external effects with a spillover beyond the general
public then it as a beneficiary should also take on part of the costs incurred for the provision
of the service. In other words, users alone should only be charged for that portion of the
marginal costs of the service that benefits them directly.

The higher the benefit attributable to the general public (positive external effect) is
rated, the higher the proportion of taxes to be contributed should be. However, since the
assessment of an external benefit leaves scope for interpretation, elements of political
explanations are likely to play an important role.

In Germany, for example, a judgment of the federal administrative court
(Bundesverwaltungsgericht) of 1994 attributed a high degree of "collective interest" to street
cleaning expressing that an individual charging of citizens via charges etc. was only allowed
with reservations. This may explain the low degree of cost coverage of 73 percent. Also
cemeteries are still attributed a high collective interest as they are seen as recreational
facilities similar to parks; here as well only part-financing through charges is seen to be
admissible. Generally speaking, a degree of cost coverage below 100 percent expresses the
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political assessment of the component of collective goods. Charges in this case are more an
instrument to steer demand on a local level than special remuneration for a service received.

For this reason, the level of fees and contributions in Germany is also not based on
the principle of (full) cost coverage. As the service provided also covers collective needs,
which are to be financed proportionately from taxes, only a cost-"contribution" is to be
made according to current law.

It is also advisable to refrain from an extensive full cost coverage for allocative
reasons if this were to lead to unwelcome incentives causing additional costs (negative
external effects) in return. Should the charges to be paid by the users actually benefiting
from the services be (too) high there is the danger that some would be deterred from
claiming these services if necessary and that others would then, as a consequence, be
endangered. One for example could be thinking of the good "fire services". As an
instrument of financing therefore a compulsory contribution to be payable by everybody
according to their property ownership would be rather more appropriate. This may also
have been the reason why the World Bank sees the necessity for subsidizing (provision
without covering the costs) the disposal of waste (World Bank, 1989).

With some public services there is the demand for allocative reasons to even
completely forego the raising of charges (zero rating) to stimulate a stronger demand for
those goods and services as would exist if they were financed through pricing. This is a
special requirement for those services where not consuming them results in high external
costs and which, though attributable individually, contain a strong collective component
(merit goods)15.

Experience, however, shows that such a provision free of charge is often demanded
for all sorts of goods by strong pressure groups to achieve special benefits for their
members. Therefore, it may in general be more effective to decide against a provision free
of charge when merit goods are concerned. It is better to regulate via the exclusion and the
use via the obligation and afterwards charge according to the principle of equivalence, i.e.
to demand a price.

Thus it is for example possible to oblige citizens to link up to the sewage system, as
is the case in Germany, for health reasons. This can be justified by referring to external
negative effects which would otherwise occur (damage to third parties, danger of epidemics)
as well as lack of information (being put into a worse position due to lack of hygiene). If
this means a financing of fix costs by means of fees and contributions and of marginal costs
by means of charges the individual is encouraged to more economical use of the clean water
as would be the case with a total financing through taxes. Besides, a financing according to
the principle of ability-to-pay (taxes) would have the disadvantage of obliging those citizens
to pay who are not even connected to the sewage system16.

Moreover, a subsidization through taxation (non-cost coverage) is basically
detrimental since it creates an economic incentive to make more use of a facility, at least
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more than would be the case if charges covering costs were levied. If, for example, cost-
covering prices were not charged for the disposal of waste, citizens would be encouraged to
produce even more waste, which would be nonsensical from environmental point of view.

Distribution and social-political motives - and not allocative reasons - are behind
those political statements demanding a provision of certain public services free of charge or
"at a discount" so that as many citizens as possible are in a position to make use of them
irrespective of their purchasing power and/or because this form of financing due to its
specific incidence leads to undesirable distribution effects.

First of all, it must be mentioned that redistribution effects should not be the
primary concern of local finance. Also, it is an empirical question whether the distributional
effect of general local taxes as an alternative to financing through remuneration is not even
more regressive (Bird, 1976, p. 107).

Furthermore, it must be noted that distribution objectives must not suffer from
financing through remuneration as long as charges are levied on services which are
predominantly used by the better-off (World Bank, 1989, pp 155).

Such a distribution policy also overlooks the fact that the so called "zero rates" or
"social rates" of public services respectively, may be "unsocial" precisely when seen from a
distribution point of view. "Subsidization via the price" namely also benefits those who
actually do not belong to the group of the "needy" and who would be in a position to pay
prices which cover the costs (Buchanan, 1972). This is a phenomenon which can be
observed particularly in developing countries and has repeatedly led to the reproach that the
measures to fight poverty17 are not targeted well enough (World Bank, 1989, p. 93).

Charges not covering costs therefore only make sense and can only be accepted as
an exception to the rule of cost coverage to the extent they benefit exclusively the (groups
of) individuals which deserve to be supported. A differentiation of charges according to
social groups (incomes) necessary for that is possible in German municipalities. A
significant example for this are contributions for kindergartens which are dependent on the
income situation.

To be able to implement income-differentiated fees and charges, the obvious thing
to do would be to keep to the marginal cost rule and only modify it through appropriate
surcharges or discounts. Such a differentiation of prices, however, leads to a redistribution
amongst the users (internal subsidization). The paying of a price corresponds to the service
received in return only to the level of the costs of use while the amount beyond this amount
is equivalent to a special tax on consumption of this service.

For some authors therefore it makes more sense to pay for the difference of cost
coverage through general revenues. This is the only way to ensure that not only high income
users are enlisted for the financing of redistributive functions. If these functions, however,
are seen as a matter for the general public, they must be paid for from general public funds



35

(Kentmann, 1978, p. 22).

But even if a social differentiation of charges could be achieved, reservations
against this type of distribution policy would remain. From an allocative and distribution
point of view it would be better to charge cost covering prices and support poorer groups of
society by means of unconditional transfers (subject support) instead of employing object
support18, which contains so many shortcomings. Those groups of society could then spend
these transfers on those services most preferred by them and thereby achieve a comparably
higher benefit than before19.

Incidentally, investigation in various countries have shown that also among low
income levels there is the preparedness to pay for services in the areas of education and
health when households for it receive better services and access to those services (World
Bank, 1989, p. 162).

Finally, an unreasonable burden on citizens by financing through charges, fees and
contributions is best prevented by examining thoroughly in advance if a planned facility is
necessary at all as regards its type and its extent. Incentives to carry out such examination,
however, are prevented by the variety of possibilities that exist not to raise levies that cover
costs. In this context it is completely forgotten that the financial burden is not reduced if
charges, fees and contributions are foregone but that the funds have to be generated by the
citizens through taxation.

As a result one can say that economic arguments speak against the subsidizing of
charges for distribution reasons. "The idea that everyone should be able to afford health
service is more an argument for improved income distribution than for free services"
(Kafoglis, 1969, pp 164).

4.3. Earmarking

Irrespective of the fact whether a budgetary earmarking exists or not - in Germany an
allocation of revenues to certain expenditure is not possible in principle - income from
charges, fees and contributions does not always grant the state the freedom of financial
management. In parts these revenues cover outlays of the public sector and therefore are
earmarked.

However, this of course raises the question whether generally earmarking should be
considered or not - as for example is the case with the "impact fees" in the United States -
with an increased use of charges, fees and contributions as steering instrument (e.g. in the
area of environmental politics). Arguments against earmarking are that it ties certain public
expenditure in advance and therefore denotes a privilege compared to others. As it is also
more difficult to go back on those at a later stage they are also tied long-term. This
preferential treatment of certain expenditure also makes it difficult to implement changes of
priorities in the parliament decision-making process. Not all functions are given an impartial
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examination anymore which ultimately may lead to group interests becoming set.

This, however, may be countered by the argument that earmarking alone guarantees
a lasting financing of desired services. If revenues from charges flow into the general
budget it can for example not be ascertained if with these funds a necessary improvement
and expansion of the public services being priced is achieved. Moreover it is true that "non-
earmarking works against the potential for enhancing fiscal accountability, which can result
from user charges when both spending and financing decisions are linked within a specific
service or project" (OECD, 1987, p. 60).

A further argument against earmarking points out that the level of expenditure for
these services depends solely on the revenues earmarked leading to restrictions on the
discretionary scope of the government and to a miss-allocation of resources. Decisions on
expenditure are not taken anymore on the basis of efficiency criteria but are determined by
the ability of politicians and bureaucrats to protect programs favored by them from
expenditure cuts through "earmarking arrangements".

If decisions on expenditure programs, however, are guided by the personal interests
of politicians and bureaucrats anyway, then rigidities connected with earmarking virtually
allow a reduction of the extent of this influence and thereby enhance possible miss-
allocation. In other words, although rules for earmarking may be inefficient under certain
circumstances the situation without earmarking may even be more inefficient.

Earmarking with charges, fees and contributions can of course be justified, too, for
distributional reasons. If part of a service which predominantly has the character of a private
good and benefits the rich is financed through remuneration and if the funds saved or raised
additionally are earmarked for that part of the service which has the character of a public
good and above all helps the poor, efficiency as well as distribution is improved. From a
budget point of view an income-related policy for charges, for example, means that
remission of charges which are desired from a supply point of view are not compensated by
subsidies deriving from general financing but are created from the consumer's surplus
skimmed off via increased charges. However, reservations with regard to such an object
support and redistribution only amongst the users remain.
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5. IMPLICATIONS FOR A POLICY OF CHARGES,
FEES AND CONTRIBUTIONS

A differentiated look at goods shows that the majority of local community services are
remunerable. Many public services on the local community level can and therefore ought to
be made available only against remuneration. Regulations for remuneration already in
existence should regularly be adjusted to the economic and social realities.

For that a variety of possible designs of financing through remuneration (charges,
fees and contributions) are available. Which system should be selected in a particular
instance depends on the circumstances and is fundamentally an empirical question. What is
needed is a careful case-by-case study of the implications of alternative pricing strategies for
different public sector activities. "Eclectic pragmatism ought therefore to be the rule in this
as in many other areas of public policy, as should attempts to introduce more scope and
experimentation" (Bird, 1976, p. 41).

Although in practice a loose orientation at average costs can be useful for the
decision-making process on remunerations it must be stated in conclusion that only correct
marginal-cost pricing can secure allocative efficiency. In this sense, such pricing ought to
remain the goal of any policy on charges, no matter how many practical difficulties there
are that demand frequent modification.

If a local community offers individual goods, e.g. canteen services for the benefit of
its own administrative staff, it could and should be guided by equivalence-theoretical
considerations and charge market prices (market equivalence).

This is also true for the financing of club goods - the core area of local community
activities - even though the aspect of rivalry causes certain problems. Considered from
economic aspects, in this case the making available-costs (fix costs) of a facility should be
covered by contributions which have to be raised independent of the current usage (so called
option prices). Charges on the other hand ought to cover the marginal costs of the usage of
this facility (marginal cost prices).

The stipulation resulting from above argumentation from allocative aspects that a
financing through remuneration can be foregone if there is no rivalry in the consumption, is
however acceptable for people already paying contributions. Citizens paying no contribution
have to pay charges in order to prevent contributors from moving away20. If rivalry
(overcrowding) affects club members themselves, i.e. if marginal costs exist with the
additional usage, charges analogue to the market can and ought to be employed as a
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rationalizing instrument21.

As already mentioned this very rule of financing through remuneration can also be
applied for the financing of services of the so called natural monopolies which often exist
with municipal enterprises.

Not only peak periods can be managed by using the instrument of charges. Varying
the rate of charges in off-peak periods can also lead to a stimulating of demand or in general
a better capacity utilization of public services which are often faced with low demand.

Financing through remuneration - as has already been mentioned - is also possible
and desirable with the financing of mixed goods (goods with effects that should be
internalized but not with dominating external effects). But the municipality supplying or
receiving those goods with regional spillover is not dependent on a technical-economic
excludability. After all, the local community has the possibility to simply "acknowledge" the
existence of external effects, to carry out the allocation according to the rules of plausibility
as well as design the prices as obligatory levies.

With goods with positive spillovers, charges, fees and contributions raised from
beneficiaries of these external benefits fulfil a clear fiscal function. Income raised in this
manner are exactly those funds that are required to subsidize an economically more efficient
supply. With goods with negative effects, however, revenues from levies which additionally
burden the goods (so called compensatory charges, fees and contributions) arise, as it were,
as complementary product. The prime reason for imposing such levies22 is to achieve  a
regulation of supply and/or demand.

Particularly within the frame work of an ecological policy for charges the following
design principles could be set: for (part) services with different cost functions and/or
different demand functions separate parameters for charges should be created. The
individual burden of charges should be dependent on the degree of utilization of the service.
The user should have the possibility to influence the level of the burden through charges by
changing the degree of utilization. In order to strengthen the signaling effect of the charges
proportional or even progressive tariffs ought to be applied, if possible. Last but not least
this is to ensure that the charges raised for the use of a facility are visible for the user and
affect him noticeably.

The regulation function of charges is also at the center of the argument when
demerit goods need to be burdened additionally so that only the quantity as desired by
decision-makers is to be consumed (when the limitation of demand is the target of
governmental activity23).

There has already been a reference to the problem of providing goods free of
charge from merit and/or distribution aspects. Apart from general doubts as regards the
distributional success of supporting an object with the help of subsidized prices, supplying
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public services free of charge creates the illusion that these really are free (of charge). As a
result, this also leads only to rationalizing through overcrowding and consequently to the
demand for more free services. It is therefore recommended to apply a combination of
direct redistributional measures supporting a subject, probably by obliging them, as well as
financing through remuneration via charges, fees and contributions. 

Should with the provision of certain compulsory collective goods (e.g. residential
streets) the benefit for the people concerned (increased value of real estate) be greater than
the costs of the public project, the payment of contribution should be set proportionally at a
level corresponding to the benefit for the individual (increase in value). Measuring the
benefit should then be carried out as much as possible by means of reality. If this is not
possible probability scales are to be applied which, however, must not be arbitrary. An
individual equivalence attempted in this manner for example permits to differentiate the
contributions according to value classes/categories for protected plots. The increase in value
realized, however, would have to be considered in the frame work of taxing the income.
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6. PUBLIC CHOICE ASPECTS

If on the one hand the advantages of financing through remuneration as described above are
taken into account and on the other the fact based on experience that citizens tend to accept
the increase of charges, fees and contributions more easily than tax increases because of
receiving a service in return, then it seems necessary to explain that this type of financing
finds relatively little application.

It may be assumed that administrative difficulties or high transaction costs are
reasons as well as problems and difficulties with the implementation and raising of charges,
fees and contributions due to professional incompetence. This, however, is not likely to be
the rule. Moreover, it must be considered that the loss of service and the administrative
costs connected with generating revenues from general sources of taxation may be greater
than the burden linked to the generating of income via the price (World Bank, 1989).
Instead, it must be assumed that the reason for not making more intensive use of this type of
financing is "more political" (politically more inconvenient).

On the one hand, large parts of the public simply like to get "free" goods and
services and often the public opinion exists that public services either ought to be cheap or
free of charge since they are important for the well-being of that part of the population
making use of them. They, of course, exercise political pressure. If services are already
supplied free of charge it is difficult or altogether impossible to introduce or to increase
charges, fees and contributions without risking massive public protests. This argument is
further enhanced by the fact that local financial aspects in many countries always attract
particular attention. One reason for this may be that charges, fees and contributions - as
local taxes, too - are very noticeable. This gives political significance to charges, fees and
contributions which they would deserve from purely economic aspects.

On the other hand, this "natural" human desire to obtain free or subsidized goods
and services corresponds with the self-interest of politicians and bureaucrats directed at
maintaining power and prestige. Firstly, a return to more financing through remuneration
would (again) restrict the scope of the political and administrative decision-makers in favor
of the citizens. In contrast to the principle of equivalence, the principle of ability-to-pay
represents only slight restrictions on the activities of the government. The latter allows a
very far-reaching authoritarian fixing of taxation independent of expenditure and through the
exploitation of fiscal illusion. Maintaining political power, however, frequently depends on
the discretionary use of public funds.

Secondly, it is characteristic of the political and administrative leaders to have a
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tendency to mix and hence disguise responsibilities. Realizing such tendencies would also be
made more difficult by financing through prices. Thirdly, bureaucrats have to fear a
reduction in demand for their services, if this is price-elastic, leading to the consequence
that also their output and the prestige and power potential linked to it diminishes (Stockfisch,
1967, p. 91).

Moreover, political administrative leaders tend to favor influential groups. Such
favoritism can hardly be realized with financing through remuneration. The other way round
of course, public services addressed to individual groups present a particular worthwhile
incentive to influence the political decision-making process (rent-seeking). It is mainly the
economically powerful groups of society, prepared to enter into conflicts and capable of
organizing themselves, which use the argument of charity and regularly implement it to their
own advantage. An added consideration is that with decision processes concerning charges,
fees and contributions the administration is involved to an extent that goes beyond the level
usual for the supply of public services.

Above all, however, the increased use of financing through remuneration first of all
demands a frank and honest correction of income distribution, which in most cases is
politically not feasible. Raising cost-covering contributions from poorer income groups is
only possible if these have already been taken into account earlier when calculating the
subsistence level.
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7. CONCLUSION REMARKS

Since municipalities execute a major part of resource-absorbing activities it is of great
interest that local services are provided and financed efficiently.

Considering the essential objective of municipalities - to handle allocative aspects -
as well as those types of goods which are normally supplied by local communities, an ideal
local community revenue system asks for an extensive financing through remuneration.
Arguments against such financing have to be taken seriously, but are not strong enough to
renounce this normative demand.

Financing through remuneration of collective goods in comparison to financing
through taxation has the great advantage that it encourages citizens to carry out a rational
cost-benefit calculation and that it does not fuel the illusion due to earmarking and
equivalence - different to financing through taxation or even borrowing - goods could be
enjoyed free of charge. Due to this honesty and rationality remuneration actually ought to be
regarded as "the" free market and democratic financing instrument (Grossekettler, 1993).

There is also no alternative to remunerations permitting to raise public revenues in
an economically more efficient manner. Since they supply information about the preferences
of citizens, as it were, as a free by-product they also contribute to an efficient allocation of
resources within the complete public sector, but also between the private and the public
sector. The public sector can also employ remunerations as an instrument to reduce demand
(rationalizing instrument), where public services compete (quasi-collective goods), which is
also likely to lead to an increase of benefit.

Distribution objectives, too, do not need to suffer from financing through
remuneration as long as it is employed for services asked for especially by the well-off or it
is differentiated according to income (World Bank, 1989). On the other hand, a provision
free of charge or highly subsidized can be the less justified from redistribution and
efficiency aspects the more the services provided by the public sector are consumed by high
income groups and the greater the private good character of these services is.

Furthermore, the argument, according to which financing through remuneration will
not be able to play a greater role for distribution reasons, ignores "the key point that the
appropriate level and direction of redistributive transfers is, in principle, a quite separate
question from that of financing public services and placing the allocatively correct price of
resources used for public purposes" (Bird, 1976).
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Besides, remunerations can contribute significantly to the solution of fiscal
problems. On the one hand, approximating prices and user charges to marginal costs of the
supply can create additional revenues, by which deficits in the public enterprises would be
reduced or possibly eliminated. The more excessive application of user charges is also likely
to reduce the instability of public income, since demand for public services is far more
stable than tax revenue (World Bank, 1989, p. 93).

On the other hand, a fundamental advantage of financing through remuneration is to
make the real costs of expanded public sector activities clear to people who may benefit
from them and thereby curb the demand for them. If accurate prices can be calculated both
the pressure to expand government is eased as well as, by providing additional finance, the
shortage of revenues. The latter sometimes, especially at the local level, restricts that
expansion, even when warranted.

The restricted possibility to vary charges, fees and contributions anticyclically can
also be seen in a positive light. A countercyclical policy executed in this manner would only
be at the cost of a relatively narrowly defined and accidentally composed group of users of
the total population rather than targeting the tax-payer citizens as a whole.

Information which is selectively available and usable shows that in most industrial
countries a relatively great importance is attached to charges, fees and contributions on the
municipal level - in contrast to other levels of government. The tendency is on the increase,
not only as far as the absolute level of remuneration is concerned, but also their percentage
proportion of municipal revenues. According to an OECD study "... the increasing interest
in cost recovery (is) primarily related to efforts by governments to improve the efficiency of
urban services (OECD, 1987). The application of user charges for public utilities like gas,
water, electricity, telephone services is undisputed.

As regards their policy of financing through remuneration local communities are
frequently subject to restricting regulations by central government limiting its use and scope.
However, this only partly explains the far too low status granted to the financing through
charges, fees and contributions compared to the advantages listed above. Even local
governments which are extensively autonomous are obviously permanently faced with the
tension between the economic objective of cost coverage and socio-political objectives as
regards their decisions on charges, fees and contributions. And although they have
competencies for a relatively autonomous policy on charges, fees and contributions they
initially tend to exploit all those sources of revenue less sensitive from a political point of
view.

All studies evaluated demonstrate that charges, fees and contributions in the main
are far below the degree of cost coverage or the consumers' willingness to pay.
Consequently, there is still considerable scope with many services. According to these
studies even poor people are prepared to pay (more) if thereby the quality of the services
and the access to them were improved. As is also demonstrated by international experience,
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it is this insufficient financing through remuneration which requires municipalities to cover
their expenditure to a large extent through taxes and financial transfers.

A frequent reason, not specified in any detail and which cannot be justified from
economic aspects, given for these low levels of cost coverage, is that there is a "public
interest" in the facility provided. For social reasons a higher level of financing through
charges, fees and contributions, e.g. for theater, museums, etc., is foregone although a
benefit and cost calculation respectively would be possible for such facilities without any
problems and they predominantly benefit only those users that can afford such payments.

Nonetheless, it is also discernible that the policy on charges, fees and contributions
as part of the total strategy of the municipalities to improve their financial situation and to
regulate socially undesirable - above all ecologically harmful - production and consumption
processes, is more and more developing into in an important financial cornerstone.
However, it seems improbable that financing through remuneration will be in a position to
replace any main source of revenue of local governments in the near future.

In some countries, local communities provide services liable to charges only with
the aim to make a profit. These profit-oriented activities are often complimentary to services
of third parties, e.g. granting concessions for stands in public parks. Other municipalities
use lotteries as a source for public revenues and often are very successful with it. In
Norway, for example, local communities often run cinemas. In fact, only very rarely local
communities do not engage in profit-oriented activities.

However, political and ideological aspects, too, are linked to this development
(OECD, 1987, p. 65). Revenues, to be understood as profits, raised by the fact that local
communities engage in entrepreneurial activities and act like private suppliers, on the whole
ought to play a subordinate role for regulative reasons (in free-market systems due to the
principle of subsidiarity).

With publicly produced goods therefore there first ought to be a check whether
production could not be left to the market alone (privatization). If there are serious reasons
against it (temporary non-availability of certain goods, high risk of uncontrollability, too
high quality control costs, and reasons for secrecy), local communities ought to become
active and provide cost covering services, but  without a profit margin. Particularly for
facilities for which there exists the obligation to connect and to use this postulate should be
valid without exception. Here namely, citizens cannot avoid using the facility and therefore
there is the danger that the public hand only opens up a lucrative source of income (hidden
consumption tax) to finance other services.

If it is intended to grant local communities more (financial) autonomy, it must first
be considered to ease the centrally fixed and restrictive conditions for a local policy on
charges, fees and contributions. In order to prevent local decision-makers from executing a
merely half-hearted policy of financing through remuneration and from generating their
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revenues in a manner that meets the lowest resistance, the level of intergovernmental
transfers, for example, could be made dependent on the exploitation of the potential for
charges, fees and contributions.

Local communities themselves must be more aware of the wide range of
possibilities for charges, fees and contributions for locally supplied public services. In this
connection it is helpful to recognize that (a) the excludability with the provision of public
services does not need to be based on technical-economic criteria alone, but can also - due
to the monopoly of power of the state - be determined politically, (b) the conditions of
economic and technical excludability change over time and (c) nearly all services can be
separated with regard to their internal and external benefit - their private and public goods
character. It is therefore recommendable that all functions are checked again and again
when the concrete type of financing is in question.

Implementing an appropriate system of remuneration of course requires detailed
knowledge of market conditions, level and structure of demand as well as costs of providing
the service. "Inaccurate, underpriced user charges actually represent a subsidy of a
particular group by the general taxpayer, while the overcharging of a user fee represents a
subsidy of the entire community by a certain user group" (Senge, 1986, p. 92).

Relative changes and distortions of prices24 caused by financing through
remuneration, can be limited or prevented completely if prices of substitution goods are also
changed or if financing through remuneration especially starts with price-inelastic public
services. Basically, cost coverage is to be strived for and prices are to be fixed on the basis
on marginal costs. Prices below marginal costs lead to excess demand and necessitate the
obtaining of funds from other activities, possibly leading in turn to distortions elsewhere in
the economy. Marginal costs, naturally - whenever possible - have to be calculated on the
basis of social costs. This is the only way charges, fees and contributions can completely
achieve their regulating function, particularly with a view to ecological objectives.

Financing through remuneration, of course, presupposes an efficient cost
accounting, particularly under the premise of the principle of cost coverage. Neither,
however, should this argument suffice against more intensive use of the potential for
charges, fees and contributions nor the reference to additional administrative effort
(identification of facts enabling the use of charges, fees and contributions, categorization of
users, allocation of service to beneficiaries, implementation of demand for charges, fees and
contributions).

At worst, these objections lead to the recommendation that an adequate data
collection and bank must be the starting point of a remuneration reform. If one compares the
administrative effort linked to charges, fees and contributions with the potential savings at
the tax authorities and the administration of intergovernmental transfers then the arguments
for an exploitation of the potential of charges, fees and contributions are reinforced.
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There should only be deviations from the fundamental principle of cost coverage in
exceptional cases. From an allocation point of view it should be taken into consideration that
as a rule subject support is to be preferred to object support. Otherwise, a scaling of
charges, fees and contributions is recommended depending on beneficiary groups (private
households and enterprises), level of income and/or timing and level of the service received.
As the administrative effort, however, is likely to grow with increasing differentiation of
payment tariffs and therefore would make raising them more expensive, municipalities
should restrict themselves to few tariffs.

There is certainly scope for an increased financing through remuneration in the
areas of health and education. Though there are good reasons for a continued subsidizing of
elementary education and health care, which is to the benefit of society as a whole, the
generous subsidizing of the remaining education and health care system - which is so wide-
spread in developing countries - ought to be cut back. To improve efficiency and
distribution it is recommendable, for example, in the area of education to provide higher
education against payment while at the same time redistributing public funds to the areas of
primary school education as well as financial aid for those students going through higher
education who are in need.

For an increase of remunerations applied in local communities not to endanger the
stability of prices or to lead to rising price tendencies, such a policy - also for allocation
reasons - can be spaced out. Besides, investigations allow the conclusion that the influence
of prices administered by the municipalities on the price level is low. Furthermore, it must
not be overlooked that also the alternative to financing through charges, fees and
contributions, i.e. financing through taxation can have effects on the price level.

Political resistance on the part of the citizens can be reduced by clearly visible
improvement of the quality of the services, public relations work as well as by a gradual
rather than abrupt raising of user charges. It is also helpful to gather experience from
projects which are (should be) carried out prior to the implementation or extension of
remuneration systems. It is surely not insignificant for the resistance expected whether
payment is for a service which so far has been provided free of charge or whether
completely new services are financed via remuneration.

Political resistance on the part of local decision-makers can only be decreased by an
intelligent system of incentives or pressure from above and/or below. In this context it is
possibly helpful to recognize that political decision-making processes concerning charges,
fees and contributions in contrast to other political decision-making processes normally
show two special characteristics. Firstly, the administration here is involved to an extent that
goes beyond the level which is usual for the supply of public services. Secondly, with these
services there are more than usual and, as it were, legitimate special interests at stake. This
is because public services addressed to individuals or groups, naturally give worthwhile
cause to influencing the political decision-making process.
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There is much scope for more extensive use of remuneration, particularly on the
level of local community, provided that decision-makers become more aware of their
potential and make sensible use of the experiences with their application, for which again,
an innovative experimenting is required.



49



50

8. NOTES

1. Non pecuniary revenues represent the obligation to cooperate of private economic
subjects and/or other public facilities with the production of local public services
(voluntary labor) which were not remunerated at all or not at market prices. This
for example includes the sale of land which is property of the central state to the
municipalities at lower prices or the obligation of membership in the fire services
organized at the local community level.

2. Subsidiarity here then does not only mean the priority of private production over the
supply by the public sector, but also the priority of the lower area municipalities
over the higher levels. This idea is based on personal human dignity and the fact
that welfare increases when political decisions are taken by individuals or as closely
as possible to the citizens concerned and their value system.

3. In the Federal Republic of Germany, attempts so far to approach the internalization
of positive external effects or spillovers respectively by means of financial aid,
changing the proportions in a tax-sharing arrangement or in general
intergovernmental transfer systems, have often ended up in significant additional
costs of the administration without, however, leading to a really satisfactory solution
(Rehm, 1982, pp 186).

4. The political and financial-psychological relevance of this objective, according to
the opinion of some authors, cannot be estimated high enough. Since the
equivalence principle assures the individual equality of recipients as regards levies
to be paid, it therefore implies the principle of equal treatment, which is surely the
most recognized principle of a equitable taxation (Bohley, 1977, pp 110).

5. In table 1, which only refers to the local communities of the Federal Republic of
Germany, it, however, can be noticed that the proportion of non-tax revenues has
almost continuously increased since 1980 and arrived at its highest level in the last
two years with approximately 36 percent.

6. As expected, the proportion of non-tax revenues at the central level in all
industrialized countries are sometimes far below those at the regional or local
community level (figure 1). In this context, the high proportion of selected Latin
American countries are conspicuous. This may possibly be due to the comparatively
strong significance of (central) state enterprises in this region.

7. In Germany, usually three types of economic activity of the public hand are
differentiated between according to the degree of their (a) organizational (b) legal
and (c) economic dependence of their production units on the general administration
and hence on their dependence or independence of the public budget.
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8. In this context it is to be considered that the decision whether with the resources
available in an economy public or private services are supplied is not identical with
the decision whether any service is produced in a private or public facility.

9. Mixed goods one can best imagine on a scale with, as is shown in figure 3, the
private goods character and hence the degree of remunerability for all effects of the
good increasing from left to right.

10. The phenomenon of lobbyism is actually best economically explained by the fact
that much of what is done by the government does not provide "public goods" in the
economist's sense at all. Instead, much government activity consists of providing
goods which are wholly or mainly private in character and then distributing them in
some way or another, usually for free.

11. By contrast, equating price and marginal cost when the average cost of production
is rising will require restricting output to the point where price equals marginal cost,
even though total costs could be recovered at larger outputs and lower prices. In this
case, marginal-cost pricing would generate surpluses (monopoly profits) (Milliman,
1972).

12. If demand price is made equal to average cost (full-cost recovery), the price will
exceed marginal cost. This result is inefficient because the value that consumers
place upon extra output exceeds the cost of alternative production that could be
sacrificed elsewhere to produce this extra output.

13. A public transportation system, for instance, is valuable for people who always use
their own automobiles. Not only because in many large cities they could hardly use
their automobiles if other people were not using public transportation. But more
significantly perhaps, because automobile users know that they might one day need
to use the public transportation system. The very existence of this system is like an
insurance. There is no reason why this insurance should be provided free of charge.
The lump sum of a binominal charge can be seen as an insurance premium.

14. As simple as this principle is, it must of course not be concealed that it is difficult to
fix exactly the type of negative external effects to be considered as well to define
their measuring and the procedure of their internalization. The result of this could
be a fixing of charges, fees and contributions which is absolutely arbitrary and is
understood as a mere source of revenue.

15. Merit goods as such do not exist. With "well-meaning politicians" there are only
some ideas of which goods ought to be made into merit goods, i.e. which distorted
individual preferences as regards the use of a certain good ought to be corrected
according to political objectives.
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16. A further example to be mentioned is the obligation that all dead people have to be
buried on a cemetery. If financing in this case were to be according to the principle
of ability-to-pay (provision free of charge) either each citizen would demand a state
funeral or a certain standard offer of service would have to be prescribed by public
decision-makers. This offer/supply would then be an average service and
preferential differences of citizens could not be considered any more.

17. In practice, the poor often have no chance to obtain these services. If, however, this
is the case, the poor are likely to be the disadvantaged . Subsidizing the
consumption of water and electricity favors large-scale users as well as the well-off
and industry.

18. A subsidy to a good or to a service benefits users in proportion to their consumption
of the good or service; if and when the rich consume more than the poor, they are
subsidized more than the poor.

19. Supporting the subject offers the additional advantage to be able to achieve a
stronger grading between the members of different income classes and hence carry
out further differentiation within the group of the poor. Income transfers which are
earmarked have the advantage that only those people enjoy the benefit of this
redistributional measure who prefer the good and make use of it at all. Often, with
this regulation in comparison to the granting of earmarked funds, there are also
higher costs for implementation and control. Consequently, an earmarked support
of subjects is only then to be preferred to a granting of funds which can be used at
recipients' discretion when these people are assumed to have distorted preferences
(merit goods) so that they themselves do not demand those goods from which they
derive higher benefits.

20. This also explains why in practice the obligation to pay remuneration is made
dependent on the (concrete or potential) use of a public service.

21. The charge then reflects the foregoing of a benefit linked to crowding out
(rationing) and this renunciation of benefits corresponds to economic marginal
costs. If with overburdened/overloaded facilities a rationing via fees/charges were
to be abandoned, exclusion would be created through queues or other negative
effects.

22. Interpreting those levies as remuneration is admissible if they are understood as
service in return (equivalence) for public preventative or eliminating activities.

23. In this context, one can speak of a raising of fees and charges since these goods are
normally individual goods and the individuals pay this levy with each good they
consume and produce.

24. Relative price distortions (or perceived price differences) may occur, resulting in
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overconsumption of indirectly priced services and underconsumption of user-
financed services. Price distortions may also result if all services are financed
through user charges but the proportion of cost recovery varies from service to
service.
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